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EUGENE C. LEE

Foreword

Sometime during the coming year, Californians will
be asked to vot¢ upon a fundamental change in the man-
agement of the state's fiscal affairs. Simply put, the
change may be poused in the form of two questions:

Should the authority to determine the level
of spending from statec tax revenues be trans-
ferred from the Governor and the Legislature
to the people?

Should the proportion of personal income
devoted to state government expenditures
(including grants to local government)} be
reduced?

These are only two of the important issues raised
by the Tax and Expenditure Limitations Constitutional
Initiative developed by Governor Ronald Reagan and pro-
posed by him in March 1973 for voter approval through
the initiative process, The same amendment was also
simultaneously introduced into the Legislature as Senate
Constitutional Amendment 12, but was defeated in Senate
committee on June 13, 1973,

In this symposium, four members of the Berkeley
faculty (and in the case of one essay, three research
associates in addition) present their views concerning
the proposed measure. Following the four essays, Wil-
liam Niskanen (a proponent of the measure) offers a re-
sponse to the other three authors, whose views turned
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out to be generally critical. Finally, professors
Benson, Break and Meltsner provide brief replies to the
Niskanen rebuttal, rounding out the dialcgue. The goal
of the authors and of the Institute of* Governmental
Studies in presenting their views is to promote better
public understanding of this highly significant proposal.

- CONFLICTING VIEWS

To say the least, the.initiative is hotly contested.
It involves basic questlons of political philosophy (thé
relative role of representative legislative and execu-
tive branches vs. the popular 1nst1tut10n of the refer-
endum) and economic policy {the approprlate proportions
of public vs. private expenditures). In the words of .
Governor Reagan, the problem is that the people are
facing a tax future which will leave them "...defense-
less, at the mercy 'of 'a vast special- interest oriented
~g0vernment bureaucracy they unwittingly helped to cre-
ate. The Governor states the proposal will save Cali-
fornians $118 billion “in the next 15 years--money '"to
keep and .spend as they wish...which they otherwise will
not have.'" But in the sharply contrasting opinion of
Legislative Analyst A. Alan Post$ the initiative will
make it almost "inevitable that reductions in state ex-
penditures will be shifted to local governments and
cause increases in local property and sales taxes' and
. that; if fully enacted, California will have to cut the
present level of 'controllable" state services (i.e.,’
those subject to change in the budget act) by up to 20
percent - in less than five years. (Los Angeles Times,
May 11, 1973). o ‘
. Both legal language and economic projections are a
subject of debate. As reported by Tom Goff of the Los
Angeles Times, "...to its. supporters the plan is 'a per-
fectly simple and elegant way' to keep government from -
gobbling up wmore and more of California paychecks in
comlng years. To its foes it is ...a 'simplistic scheme'
that is- ’phllosophltally, fundamentally and demonstrably
wrong. " . ‘
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Indeed, the voter has his work cut out for him in
deciding where his best. long-range interests really 11e.
But’ decide he mast.

The initiative is extraordinarily 1mportant. It
involves both short-run and long-range policies and both
state and local governments. As such, it.will affect _
every citizen of California. The follow1ng paragraphs*

" attempt briefly to summarize the main provisions of the
measure, which are subsequently disecussed in.the four
essays. An appendix contains the entire initiative-for
those wishing to examine the proposal more closely.

A CEILING ON STATE EXPENDITURES

At the heart of the initiative is the proposal that
expenditures from state tax revenue (which excludes
~ federal. grants and revenue sharing, employment trust
" . funds, user charges, ‘and, certain other recelpts) shall"
be limited to their current percentage of State Personal
Income, and that this percentage shall decline by one-
tenth of one percent (0.1 percent) each year. . For ex-
ample,. one estimate is that the ratio for 1973-74 is.
8.3 percent. Thus, the limit on state expenditures 'for
1974-75, the first year of the limitation, would be 8.2
percent. Beginning with 1989-90 or_with a year in which
the limit is no greater than 7 percent, the Legislature
may with a two-thirds vote, eliminate further reductions
_in the limitation. .As a safeguard against an unexpected
drop in personal -income, a second formula provides that
at no time shall the limit be less than the amount of
revenue per capita collected in 1973 74, adjusted for

1nflat10n. - T e

INCREASES BY STATEWIDE VOTE
The initiative prbvideé that the overall expendi-
ture limitation can be increased or decreased by a ma-
jority vote of the people at a statewide election. Such
a change can be placed on the ballot by a two-thirds
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vote of the Legisiature or directly by petition of 5
percent of the voters under the initiative process of
the State Constitution. Furthermore, the limitation

may be increased in order io provide funds for general
property tax relie. if, at the same time, local govern-
ment tax rates are doc.ocased commensurately. Other pro-
visions arg included to permit specific increases or
decreases 1n the linitation consistent with the general
intent of the initiative to maintain an cxpenditure
ceiling.

PERIODIC TAX REFUNDS

While the limitation formally restricts expendi-
tures against state tax revenues, the measure mandates
the Legislature to minimize taxes accumulated in excess
of the limitation by making periodic tax refunds or re-
ductions from a '""tax surplus fund" beyond those funds
needed for '"'emergency situations.' The Legislature is
required to establish a ''special emergency furd" of not
more than 0.2 percent of State Personal Income (appro-
priations to which are alcfo subject to the overall limi-
tation). Upon the declaration by the Governor of an
"emergency situation" (i.e., an "extraordinary uccur-
rence requiring unanticipated and immediate expenditures
to oreserve the health and safety of the people"), the
Legislature may appropriate funds to meet the emergency
from that fund. If the fund is exhausted, t! Legisla-
ture may utilize the "tax surplus fund,'" or may by two-
thirds vote authorize a specific tax increase or a new
tax to meet che emcrgency need. However, the special
tax may not be continued beyond two years without a ma-
jority vote of the electorate.

A TWO-THIRDS MAJORITY FOR
LEGISLATIVE CHANGE

A different but exceedingly important thrust of
the initiative is the requirement that all new ta..es
and changes in the rate or base of any existing state



tax shall require a two-thirds vote of the Legislature.
In contrast, the Legislature may currently adopt tax
legislation by a majority vote with the exceptlon of
certain taxes on banks, corporatlons and insurance com-
panies--all of which require a two-thirds vote. In

- short, the new requirement would make it more difficult
to change the existing tax structure than i5 presently
the case. A two-thirds vote of the Legislature would
also be required to authorize a local government income
tax, while other local government taxes (sales, business
llcense, etc.) are not mentioned and thus remain subJect
to majorlty legislative vote requ1rements

PROPERTY TAX LIMITS ON LOCAL GOVERNMENTS

'At the local government level, the initiative es-
tablishes property tax-rate limitations for cities,
counties and sprcial districts at the higher of the re-
spective tax rates in effect in 1971-72 or 1972-73.
(Statutory law limiting school district tax rates is
not affected.) These limitations may be increased or
.-decreased-by a vote-of the people in the jurisdiction.
Local governing boards of these entities may--by four-
fifths vote--increase the maximum property tax rate for
the purpose of meeting an 'emergency situation," but--
as with the state--the special tax increase lapses after
two years, unless the local electorate votes to continue
it. The state (by statute) may also authorize increases
in the maximum property tax rates to meet shifts in cost-
of-living or population ndt offset by assessed valuation
changes or to allow for "c1rcumstances creating hardship"
for local governments.

STATE MUST FUND STATE-MANDATED' PROGRAMS

Also affecting local government,, the state is pro-
hibited from mandating to local government a new program
or increased level of service under an existing program
until an appropriation is made by the state to pay the
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cost of performing the mandate. There are certain ex-
ceptions--for example, workload increases under an
existing program or statutes defining a new crime--
which are not regarded as ''mandated" programs within
the meaning of the initiative,

A ONE-TIME TAX REBATE

Finally, the initiative provides for a one-time
credit of 20 percent of personal income taxes for 1973
(or 1974 if the initiative becomes effective after De-
cember 31, 1973), by use of a substantial portion of
the $829 million surplus which is anticipatéd at the
end of the fiscal year 1972-73. On a permanent basis,
an across-the-board cut of 7% percent is established in
current income tax liability for 1974 and thereafter.
Furthermore, single individuals with adjusted gross in-
comes of less than $4,000, and married couples and -heads
of households with adjusted gross incomes of $8,000 or
less are exempted from personal income taxation alto-
gether. .

CONCLUSION

This, in sum, is the Tax and Expenditure Limita-
tions Initiative upon which the citizen must render a
judgment at the ballot box. Should the people, as is
argued in the opening essay, restrict their elected offi-
cials--legislators and Governor alike--by reserving to
themselves the power to fix the overall proportion of
their personal income to be used for state expenditures?
Or, as is asserted in a markedly different view, is
this a shaky solution to an exaggerated problem? In
the following pages, we offer facts and opinions on
both sides of these questions so that you may come to
your own conclusion.




WILLIAM A. NISKANEN

Let the People Decide

Governor Reagan recently proposed an amendment to
the Constitution of the State of California that would
limit the authority of state officials to determine
total state tax revenues. This proposed amendment is

. the f1rst output of the Governot's "legacy" task forces
that are formulating proposals for changes in the struc-
ture and processes of government in California. The
Governor submitted this proposed amendment for review
by the Legislature but, anticipating a negative response,
he also initiated a petition campaign to place this pro-
posed amendment on the ballot this fall. This essay
summarizes the main provisions of the proposed amendment,
the main arguments for the amendment, and some of the
issues that have already been raised. As one of the
contribyvtors to formulating this proposed amendment, my
views should be recognized as those of an informed advo-
cate.

THE PROPOSED AMENDMENT

The central provision of the proposed amendment
would establish a limit on total state tax revenues.
The primary limit is expressed in terms of a slowly de-
clining percent of total personal income in the state.
At the present, total state tax revenues are over 8
percent of total personal income in the state. In each
subsequent year, the state tax revenue as a percent of
total personal income would decline automatically by
0.1 percent per year until this fraction is reduced to




7 percent or until fiscal 1989-1990, whichever is ear-
lier. By the end of this period, given sustained eco-
nomic growth, this provision would permit a nearly 200
percent increase in total state revenues and would
force @ 20 percent reduction in average tax rates. A
second limit provision would ''recession proof' state
tax revenues in the near future; the effective limit,
‘thus, would be the higher of the authorized percent of
total personal income or an amount that would maintain
real per capita state tax revenues at the fiscal 1974-
1975 level.

State revenues subject to the proposed limit in-
clude all state taxes and any fees for which the state
has a licensing or service monopoly. Major revenue
sources exempted from the limit include federal grants,
contributions to the employment trust funds, asset sales,
and all fees and user charges for services for which the
state does not have a monopoly. All revenues from activ-
ities of the state university and college systems, for
example, arc excluded from the limit. One expected
effect of the limit provision would be increased reli-
ance on the excluded revenue sources.

The proposed amendment provides two methods for in-
creasiag the state tax revenue limit:

1. On declaration of an emergency situation by the
Governor, the Legislature may, by a two-thirds vote of
- both houses, increase state tax rates and/or authorize
a new tax that, with other taxes, yields revenues in
excess of the limit. Any tax so enacted would remain
in effect for at most two years unless its continuation
is approved by a majority of the voters in the next gen-
eral election.

2. At any time, the Legislature may, by a two-
thirds vote of both houses, authorize a referendum to
increase the State tax revenue limit by a specific dol-
lar amount. Such a change, of course, could also be
placed on the ballot as an initiative. ' Any proposed

P



increase in the limit, then, must be approved by a
majority of the voters at that election.

The primary effect of the tax limit amendment,
thus, would be to transfer one power from state offi-
cials to the voters--the power to istermine the maxi-
" mum state tax revenues. In addition, the proposed
amendment increases the legislative vote required on
~all tax measures from a majority—to two-thirds of the

members of each house.

The other major provisions of the proposed amend-
ment include one-time tax changes and the major features
of SB 90 [Senate Bill No. 90, 1972], the recent school
finance-property tax reform legislation. One provision
would mandate a credit of 20 percent of 1973 state per-
sonal income tax. For 1974 'and following, another pro-
vision would 1limit state personal income tax liability
to rates no higher than those at present, less a credit
of 7% percent. Both of these provisions would exempt
families with annual incomes less than $8,000 from the
state personal income tax. Other provisions include
limits on local property tax rates, protection of local
governments from state mandated costs, and adjustments
in the state and local limits for transfer of function::
these provisions have the effect of transforming the
major features of SB 90 from a statute to a constitu-
tional amendment.

THE CASE FOR A TAX LIMIT

Over the last two decades, total state revenues in
California increased at an annual rate of around 10 per-
cent, while total personal income increased at an annual
rate of around 7.5 percent. A continued increase in the!
state tax share of income cannot long be sustai ¢g¢“LL;_iﬂ
recognizing that the total tax revenues in Cailifornia  ~
are now over one-third of state net product. '
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The primary case for a limitatior on total state
tax revenues is that each of the groups contributing
to decisions on state spending has an incentive to
spend more than is valued by the population:

1. The bureaucracy has the strongest relative in-
centive to increase state spending, because this pro-
vides for more public jobs, higher salaries, more con-
tract funds, more power and prestige, etc. The power
of the state bureaucracy derives from its important
role in formulating spending proposals and its monop-
oly role in supplying state services and information
on these services.

2. The legislature, as a body, faces most of the
political benefits and costs of state spendlng Most
of the political benefits, however, accrue to the advo-
cates of increased spending, who usually dominate the
review committees, and the political costs accrue to

- . all of the legislators. This causes each legislator to
advocate spending that specially benefits his constitu-
ents and to hope that someone else controls the :otal
level of state spending and taxation. In addition, the
processes of vote-trading--the most important advantage
of political decision-making by legislatures--inherently
leads to overexpansion of state spending.

3. The governor, more than any other state offi-
cial, bears both the political benefits and costs of
state spending. - Many spending proposals, however, in-
volve costs beyond the Governor's tenure. Any governor,
thus, has an incentive to claim the political credit for
such spending proposals, the political costs of which
accrue partly to his successor.

4. Private suppliers. of goods and services to the
state obviously have a strong incentive to promote
state spending, because state spending increases their
income more than it does their taxes. The interests of
these groups, not surprisingly, are better represented
by the Sacramento lobbies than those of consumer and
taxpayer groups.
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5. Voters ultimately receive most of the benefits and
bear most of the costs of state spending. There appears,
however, to be a differential perception of benefits and
costs, primarily because voters do not pay directly some
of the major: types of state taxes.- In addition, some

* taxes are "exported" to residents and voters of other
states. These two effects probably cause voters to
approve higher state spending than they would if they
recognized and paid directly all state taxes.

. 3

None of these conditions, of course, are specific
to state government in Califcrnia. The growing consen-
sus that the federal budget is '"out of control' and the
current efforts-to strengthen the congressional budget
process are based on a concern about the -same conditions.
And the proposed tax limit amendment, by itself, will
not change or correct any one of these conditions. The
sole objective of the p oposed limit is to comstrain
the authority of state fictals to determine the total
state tax revenues. The proposed tax limit does not
eliminate the need to correct these conditions, but it
may so constrain state officials that they will address
and resolve some of these more fundamental conditions
leading to an overexpansion of govermnment spending.

——

SOME SPECIAL ISSUES

Advocates and critics of the proposed tax limii
amendment agree on -several points: The proposed tax
limit represents a fundamental change in the way we
conduct our public business in California, a change
‘that is based on some distrust of the processes of rep-
resentative government. The main issues, of course,
are whether there is reason to be concerned about the
processes of representative government, and whether
the specific fundamental change represented by the pro-
pcesed tax limit is desirable. Over the short history
of democratic political institutions, proponents of
strong gevernment have generally favored representative
processes, and proponents of more limited government
have -generally favored more popular processes. Maybe
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only historians appreciate the irony that the proponents
of limited government and constraints on the represen-
tative processes used to be called liberals.

A charge has been made that the ballot is a poor
instrument for resolving complex spending and tax issues.
I could not agree more. The proposed amendment would
transfer only one'simple issue from state officials to
the voters: '"Should the state tax revenue limit be in-
creased by some specific amount?" The Legislature and
the Governor maintain” the authority to determine the
composition of state spending, to set specific tax rates
and, of course, to recommend a change in the tax limit
for approval by the voters.

Several major areas of disagreement are also ob-
vious: A charge has been made that the advocates of
the tax limit presume_they know the optimal amount of
state revenues. This is incorrect. The proposed tax
limit is based on a presumption that the level and the
rate of growth of state revenues are too high, but that
only the voters have the information and the right to
determine the total state tax revenues.

A charge has been made that the proposed two-thirds
rule for approving tax legislation, in effect, endorses
the present system of taxes. This is incorrect. At
present, only the state bank and corporation tax and
the insurance tax formally require a two-thirds vote,
but most major tax changes have, in fact, been approved
by two-thirds or more of the legislators. The proposed
two-thirds rule merely assures that all- future tax
changes are limited to those that reflect broad-legis-
lative support.

A charge has been made that the proposed tax limit
would increase class conflict in California. This
charge must be based on a presumption that the Legisla-
ture somehow knows how to ameliorate whatever potential
class conflict may exist that would become unnecessarily
focused on a ballot measure concerning the tax limit.
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In fact, it is far from clear that decisions resulting
from the present processes of representative government,
on net, reduce potential class conflict. In addition,
the proposed amendment--by requiring voter approval of
an increasc in the state revenue limit--would reduce
one major potcntial source of conflict between the vot-
ers and their elected officials. A difference of vicws
on the issue is understandable. The tax limit would
contribute toward maintaining voter confidence that the
political processes in (California serve their general
intcrests.

Advocates of the proposed tax limit may be wrong
in believing that the voters in California arc dissat-
isfied with the level and rate of growth of state reve-
nues. The most powerful test of this belief, of course,
is whether the voters will approve the proposed amend-
ment. If it is approved, the tax limit amendment would
be a reaffirmation of democracy in California and may
well provide a model for more direct popular control of
government throughout the United States.

A PERSONAL NOTE

The proposed tax limit amendment is the product of
a deliberative and consensus-building process involving
many people. As such, it is both hetter and more com-
plex than the submissions by any one individual. It is
neither a perfect nor a sufficient instrument to assure
responsive government in California. I regret that many
legislators rejected the proposed amendment after cursory
examination, because a more thorough review may have led
to further improvements. Overall, my involvement in
formulating this proposed amendment reenforced my belief
that compiux policy issues are usually best resolved by
a deliberative and consensus-building process and that
neither politicians nor academicians have any monopoly
on wisdom., I u.ge support of the proposed tax limit
amendment on the belief that the voters in California
have the information, the intelligence, and the right
to determine the total state tax revenues.
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GEORGE F. BREAK

Economic Aspects: How Real Is the Problem?
- How Good Is the Solution?

The Governor's "Reasonable Program for Revenue
Control and Tax Reduction," (the Blue Book) submitted
to the California Legislature on March 12, 1973, is cn
close inspection less a ''reasonable program'" than a
shaky, pressure-cap solution to a problem whose dimen-
sions have been grossly exaggerated and whose very ex-
istence is doubtful. It is no small irony that a
Governor who possesses both a line-item veto power. and
a strong will to use it should feel compelled to call
‘for the mobilization of entirely different kinds of
forces in the budget-control battle. C(learly he be-
lieves that worries about fiscal matters are widespread

- and that something rather dramatic ought to be done to
allay them. This essay considers first the quantita--
tive importance and basic nature of the problems ad-
dressed by the Governor's expenditure-control program,
and then turns to the economic effectiveness of .the
proposed solution.

i
1
|

HOW BIG IS THE PROBLEM? -

- " One of the fundamental arguments put forth by propo-
nents of the Tax and Expenditure Limitations Initiative is
summed up in the startling pronouncement that ''You pay

44 cents of every dollar in taxes."l {lose examination,
however, shows this 44 percent tax burden ratio to be
very insecurely founded. For one thing, the numerator

of the ratio (supposedly representing the ''tax burden')

14
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is padded with items that are neither taxes nor burdens
on the payer, such as admission fees to University bas-
“ketball and football games. For another, the ratio uses
a denominator (State Personnel Income) that excludes im-
portant items of private taxable income, such as undis-
tributed corporate profits. After making a detailed

analysis of the proposition and its many distortions,
the Legislative Analyst concluded, "...we find no valid
basis for the argument that Californians pay 44 percent
of their incomes in federal, state and local taxes.

For the purposes intended it would be far more reason-
able to use the 32.6 percent figure of the Tax Founda-
tion."2 vYet even this latter figure, which applies to
the nation as a whole and not tc Callfornla alone, uses
too small a denomlnator

What, then, can be said about the taxes Califor-

nians really pay in relation to their incomes? Unfor-
tunately for those who like simple explanations, this
question has a very complex answer. First and foremost,
there is the problem of determining where the burdens
_of our various taxes ultimately rest. The taxes on cor-
porate profits collected in California, for example,
can hardly be said to fall exclusively on Californians,
since their burdens undoubtedly extend to many people
outside the state who either own shares in the corpora-
tions or purchase their products. Conversely, Califor-
nia stockholders and consumers may bear the burdens of
corporate profits taxes levied elsewhere.

Similarly, California property tax burdens may be
exported to outsiders, and non-California property tax
burdens may be imported from other states. Even if
economists were in agreement as to the true incidence
of all the major taxes, and they are not, it would be a
formidable task to make all the allocations required to
measure California tax burdens.3 For the present, then,
the best available numerator for the tax burden ratio
is the sum of state-local taxes actually collected in.
California, plus some reasonable allocation of certaln
federal taxes, such as the corp\rdte proflts levy.4

.
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The second problem in deriving a realistic tax
burden ratio is that of obtaining the correct denomina-
tor. Net National Product, the measure used by the Tax
Foundation to obtain the 32.6 percent ratio cited above,
is clearly better than Personal Income, the measurc
used to derive the Governor's 44 percent figure. Never-
theless, it still excludes some important kinds of pri-
vate income that represent just as much ability to pay
taxes as any other kind of inceme. These include gov-
ernment transfer payments to persons, intercst paid on
government debt, and net capital gains.

In addition, official national income estimates of
business depreciation probably exceed true economic de-
preciation, with the result that Net National Product
(NNP) tends to be understated (since income is measured
net of depreciation). In the absence of reliable meas-
ures of economic depreciation or of net capital gains,
we can only adjust NNP partially for its underestimate
of total private income. Even this adjustment, how-
ever, tends to increase NNP by more than 10 percent.

In 1970, for example, when NNP was $890 billion, the
addition of government transfers, interest payments and
net government subsidies would increase the total in-
come figure to $998 billion. Gross National Product
(GNP) in the same year was $976 billion.

These figures, of course, are for the country as a
whole. Data for California alone are fortunately avail-
able in the form of estimates of Gross State Product
(GSP), prepared by the Business Forecasting Project at
the University of California, Los Angeles. For the
reasons just given, these provide the best choice we
nave for the denominator of California's tax burden
ratio.

When these more accurate figures are used in the
calculation of the tax burden ratio for 1969, a far dif-
ferent picture emerges than that presented by the Gover-
nor's Task Force. In 1969 GSP was $101.2 billion; for
fiscal year 1969-70 total state-local taxes in California

O
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were $11.2 billion, split almost equally between ‘the
two levels of government; and California's share of
1969 federal taxes, -according to the Tax Foundation, was
$20.7 billion. The tax-income ratio yielded by these
measures is 31.5 percent. Imperfect as this estimate
may be, it is far more accurate than the Governor's 44
percent ratio. :

~ B

An even more stértllng claim adduced by suppo:ters
of the Tax and Expendlture Limitations Initiative is
that unless this legislation is enacted, state revenues
will increase from $%.8 billion in 1974 to $47.1 bil-
lion in 1990, or from 8.75 percent of State Personal
Income to 12.3 percent.5 Enactment of the program,
they argue, would limit the increase in state revenues
to $27.4 billion and mean a tax saving of nearly $20

billion in 1990,

Such tilting at wirdmills may have considerable
political appeal, but people with a more realistic
sense of the probabilities will tend to be less terri-
fied by the fate from which~the Governor wishes to save
them. One is reminded of the story of the Great Federal
Budget Economizer who, exhausted by a long day of saving
incalculable amounts of the taxpayers' money, returned.
home to be greeted by his excited young son. ‘'‘Daddy, -
Daddy," said the boy, "I walked all the way home from
school and saved the 45-cent bus fare!'" Sternly the
savings—minded father replied, '"Son, such petty econo-
mies are wasteful. If you are going to walk all that
way, you might at least save a $5 tax1 fare."

The Governor's estimates of future revenue are
apparently based on a fairly straightforward projection
of past trends. They forecast zn annual growth rate of
10.3 percent for state taxes during the next 17 years,
as compared to an average annual rate of 11.2 percent
~ during the past 13 yeaxjs.6 For a number of reasons,
however, this seemingly plausible extension of the
growth rate is uarealistic and deceptive. Several fac-
tors which have contributed significantly to the" steep




increase in state expenditures during recent years are
now abating. Among these are school enrollments (which
are declining), attendance at institutions of higher
education (now levelling off), and welfare costs (ex-
pected to grow at a slower rate and to be increasingly
shifted to the federal government). Continued rapid
growth in pressure from these sources would indeed, in
the words of the Legislative Analyst, require "repeated
increases in tax rates,"7 but realistic projections do
not call for such growth. On the contrary, the most
reliable and responsible estimates offer a far less
gloomy picture of the California taxpayer's future than
the one;drawn by the Governor. :

~ of course, it is one thing to argue that Cali-
fornia's tax problems have been grossly exaggerated by
proponents of the Tax and Expenditure Limitations Ini-
.tiative, and quite another to conclude that the prob-
lems are neither real nor deeply and widely felt. No
one could deny the.appeal of anticipated tax cuts, but
it would be foolish to assume that this tempting objec-
tive could be gained without cost. The important ques-
tion is whether the joys of tax reductions would on
balance outweigh the anguish that would result from the
inevitable decline of state services.

HOW REAL IS THE PROBLEM?

The basic justification uf the Tax and Expenditure
Limitations Initiative was succinctly stated by Milton
Friedman in response to the qQuestion, '"Why not reduce
government by cutting bad programs?"

. That's a tempting approach. It's one that's
been tried over and over again. It never
worked, and the reason it has never worked
is because, when you take one program by
itself, -all of the people who have a spe-
cial interest in that program land in
Sacramento like a ton of bricks. It's




O

ERIC

Aruitoxt provided by Eic:

worth their while to spend a great deal of
energy on it. On the other hand, the public
interest in having that program is diffused.
Each one of us saves a few cents, but for

the special interests, those cents accumu-
late into a great many dollars. As a result,
whenever you try to take off one special pro-
gram at a time, the special interests win
every time and the general interest is sup-
pressed. The great virtue of this proposal
is precisely that it lumps together all of
these little programs into one bigger total
and, thus, makes it possible for the public
interest--that is, your interest and my in-
terest--to be reflected, in the same strength
and the same force as the separate special
interest.8

This is a serious charge against the American po-
litical process and should be carefully considered.
No one should take lightly the possibility that under
the current structure and modus operandi of government
the general public interest continually comes out sec-
ond best in its contest with special interests. On
the other hand, no one can prove that this is, or must
be, the case. The major alternative possibility is
also worth serious consideration.

The other possibility is that the general public
interest is indeed well served by existing American
governments, but that because of the complex nature of
both the public itself and the services provided by
government, it is hard to sce that this is so. A funda-
mental feature of public goods, as economists have
stressed for some time, is that if their benefits are
provided to one person they must be provided simultan-
eously to all persons. In contrast, the benefits of
private goods are confined to the persons purchasing
and using them. Recognizing this difference, one can
readily see how widespread frustrations over government
operations arise. These are the inevitable product of
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human diversity, and especially the diversity of tastes
for public services. No matter what government doces,
some people will like it, some 1ill be indifferent, and
some will be displeased.

Because tastes f~r public goods are so different,
then, each person can have more of the specific bene-
fits that he :specially values only by agreceing to al-
low the goverament to provide other services which he
dislikes but which other individuals value highly.
This means that any government prog.am always carries
additional costs over and above those of its own opera-
tion, for the people who benefit from the one program
must pay the price of funding other programs which
benefit them little or not at all. In an economic
sense, therefore, thc public goods market, because of
its very nature, mmst function less e¢fficiently than
the private goods market.

Given this reality, it is not implausible to pro-
pose the following hypotheses about public attitudes:

1. People will generally regard taxes as being
too high. In actualit, however, they are only too
high for any individual if they could be reduced mainly,
or entirely, at the expense of programs wanted by oth-
ers, but not by himself. This is clearly impossible.

2. People will generally oppose any comprehensive
attempt to reduce government expenditures, at least
initially. This is due to the fact that widespre: 1
cuts in public services are bound to hurt almost every
important group in the community. Therefore people's
initial reaction is to attempt the impossible task of
sparing their own preferred programs and concentrating
the cuts on programs preferred by others. Once the im-
possibility of achieving this goal is perceived, each
group will have the more difficult task of comparing
its own public service losses with the tax reductions
it could enjoy as a result of the general economy pro-
gram.
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If, under present circumstances, almost every Cali-
fornian, given the choice, found that he would value
the benefits of tax reduction more than the losses in
public services, then it would be clear that the prob-
lem addressed by the Governor's program has real valid-
ity (whether or not his solution to it is the best one
available). 1If, on the other hand, almost every Cali-
fornian were to miss the lost services more than he en-
joyed his additional disposable income, the expenditure
limit plan would bring a substantial net loss to the
state. In the latter case the Governor's program would
be not only unnecessary but positively undesirable. It
certainly cannot be proven that this second conclusion
is correct, but to say that it is not so bespeaks a
remarkable degree of disenchantment with the past ef-
fectiveness of the legislative and adrinistrative
branches of the state government anl with their capac-
ity ever to reflect accurately the general public in-
terest of the people of California.

HOW GOCD IS THE SOLUTION?

While the problem addressed by the Tax and Expendi-
ture Limitations Initiative may seem real enough to msay
people at this particular time, the solution being pro-
posed needs to be carefully examined. From an economic
point of view, two questions especially ought to be
asked. Over the long pull, as the economy grows, how
effective are the various proposed tax limits likely to
be? What structural changes is the program likely to
bring about in state-local expenditures and revenues?

Ranked in terms of their potential economic re-
strictiveness, the three proposed limitations, going
from least to most restrictive, are:

1. The State Declining Percentage Expenditure
Limitdtion,

2. Local Entity Maximum Property Tax Rate Limits,
and
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3. The State Absolute Floor Formula. 10

This ranking is based on a frequently used standard
test for the size of government operations--namely, the
extent to which the limits would permit California gov-
ernments to maintain a constant quality of services in
future years. Such maintenance is especially difficult
for all government units, because labor productivity
tends to rise considerably less rapidly in the public
sector than in the private sector. The reason for this
is that so many of the most expensive government services
are urusually labor-intensive, requiring a high degree
of individual attention (e.g., educational, health, and
welfare services). Unlike manufacturing industries,
for example, the degree to which they can be automated
without important sacrifices of quality is relatively
limited. The inevitable result of this trend is a
steady and continuous rise in the relative price of
government services.ll Translated into terms that every
public official will recognize, this means that over
time governments have to spend more and more money sim-
ply to maintain the same level of output. No doubt some
release from this treadmill can be achieved by concerted
efforts to improve public sector productivity, but to
the extent that quality depends on human services there
is no escape from the dilemma. Such services become
increasingly expensive as private sector productivity
rises. Consequently the public must choose between
higher taxes and lower quality government output.

The important question, then, is the extent to
which the proposed expenditure limitations will permit
such choices to be made by the electorate:

1. Consider first the State Absolute Floor Formula.
As its proponents have stated, it is intended to ensure
that revenues will always expand to meet the combination
of inflation (as measured by the National Consumer Price
Index) and population growth.12 The problem is that
these are only two of the three adjustments necessary
to permit maintenance of service quality.
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The formula complectely ignores the productivity
adjustment cxplained above. In other words, even if
there were no increases in either concumer prices or
population, the costs of a given quality of labor serv-
ices would rise, in line with increases in private sec-
tor labor productivity--at perhaps 3 percent a year.
Since labor is an important input in the public sector--
57 percent of the cost of state-local output in the U.S.
in 1971--government costs would rise accordingly in the
absence of offsetting putlic s~ctor productivity ad-
vances. Strict adherence to the State Absolute Floor
Formula could therefore be cxpected to force a contin-
uous reduction in the quality of government services in
California.

2. The Local Entity Maximum Property Tax Rate
Limits are cqually restri<tive, and for the same reason,
but the proposed legislation would not prevent property
tax revenues from rising at a disproportionately rapid
ratc as long as the growth in assessed valuations out-
stripped increases in population and in general consumer
prices. This would happen only if land and building
construction prices roze more rapidly than other prices.
As past cxperience indicates, this is by no means an
implausible expection. Furthermore, if state disburse-
ments to local governments were cut back as stringently
by the expenditure limit program as they would almost
inevitably have to be, considerable pressure would be
put on local tax assessors to keep pushing assessments
up to the maximum possible levels.

3. Finally, the least restrictive of the three
expenditure limitations is the State Declining Percent-
age Expenditure Limitation. This is less restrictive
than the other limitations because it is based on State
Personal Income, the growth of which would normally in-
corporate all thrce of the forces pushing up the costs
of a given quality of government output--i.e., popula-
tion, price level, and productivity. Nevertheless, it
is a declining percentage limitation, and while its im-
pact on an average basis might permit modest quality
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improvements, it could be much more restrictive for
rarcicular programs. The average cffect would be to
force a retardation in the relative growth of state ex-
penditures, and would not at first glance appear overly
alarming. If the revenue-income ratio started out at
8.34 percent in 1973-74 and if State Personal Income
(SPI) grew at an annual rate of 8 percent, as assumed
by the Governor's Task Force, the expenditure limit
would grow by 6.7 percent. If, on (he other hand, SPI
grew at only 7 percent a year, the expenditure limit
would increase by 5.7 percent. In either case the per-
mitted growth rate in state expenditures would be 1.3
percentage points below the actual growth rate of SPI.

Determining how this seemingly modest reduction
would affect the ability of specific programs to main-
tain the quality of their services, however, is a com-
plicated matter. If the growth rate of 8 percent in
SPI were composed of a 3 percent price increase, a 3
percent productivity increase, and a 2 percent popula-
tion growth (as the Governor's report projects), the
cost of nonlabor services purchased by government would
be rising at 3 percent a year, and the cost of labor
services at 6 percent. If program workloads rose at
the same rate as population, and if program inputs were
60 percent labor and 40 percent nonlabor, constant-
quality program costs would be rising at 6.8 percent a
year, which is very close to the 6.7 percent increase
in the proposed expenditure limit. Too many variables,
in other words, are involved in these computations to
permit general conclusions to be drawn about the ultimate
effects of the limitation even on state-local programs
as a whole. The effects on specific programs which the
public might be particularly ccncerned to have maintained
at high levels of quality are considerably less predict-
able.

The final question concerns the probable impact of
the Governor's proposal on the structure of state-local
expenditures and revenues. Like price and wage controls
in the private sector, government expenditure limits
are likely to precipitate major changes 'in the alloca-
tion of resources. Some would regard all of these

~"N\.



legislated changes as distortions of economic choice.
Others (mainly conservatives) would consider only wage
and price ceilings as instruments of 'distortion."
Still others (mainly liberals) would level that charge
only at governmert expenditure limits. Regardless of
one's own personal attitudes on this complex question,
it is obviously important to know something about the
reallocecioin effects.

The proposed pressure cap is neither tight nor
equitable. This is a major conclusion emerging from
the Legislative Analyst's c¢xamination of the Tax and Ex-
penditure Limitations Initiative. His estimate of
$12.32 billion for 1977-78 state ecxpenditures, based on
workload proiections, suggests at first glance that ex-
penditur~s wouird have to be reduced by only 5.5 percent
to reach the projected limit for that year of $11.65
billion. In the short run the real crunch, however,
would come from the fact that a major portion of total
expenditures consists of constitutional and statutory
fixed costs. If the required reductions were concen-
trated on the remaining categories, as is most lilely,
these "reducible" items would have to be pared by 12.2
percent. Prominent in this sensitive and vulnerable
category are expenditures for health, higher education
and local schools.l13 Also vulnerable would be local
government operations in general, since 68.5 percent of
the state budget is made up of local assistance pay-
ments.14 If expenditure reductions in these categories
were found to be politically impossible, additional
revenues would have to be sought, either outside the
limitations imposed by the Governor's program, or in
the form of voter-authorized overrides.

Some of the supporters of the '"tax reduction' pro-
gram might be shocked if they were to study the pro-
posed legislation carefully. Like the animals on George
Orwell's farm, some of the reductions would be "'more
equal than others." Some services now financed partially
or wholly by tax revenue would undoubtedly be subject to
user charges. A prime example would be university tui-
tion. Other budgetary pressures would be met by
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increases in the relatively few local taxes which could
readily be adjusted, such as business license fees.
Some of these changes might be much to the liking of
many people, but others might cause rather widespread
alarm. An ominous note for some, for example, might be
struck by one of the primary conclusions of the Legis-
lative Analyst: '"Under this initiative it is almost
inevitable that reductions in state expenditures will
be shifted to local governments and cause increases in
local property and sales taxes."L?

The key to the tax shifts that would probably take
place can be found in the varying degrees of stringency
attached to the different tax limits in the proposed
legislation. Local property tax rates could be in-
creased by a majority vote of the electorate, or for a
temporary period in an '"emergency' by a four-fifths vote
of the local governing body. (This latter provision
substantially loosens the tax rate restrictions imposed
on local governments by Senate Bill 90, passed in 1972.)
The Legislature could by majority vote authorize rate
limit overrides for local property taxes, as well as
for local sales and other excise taxes. In contrast,
local income taxes would become harder than at present
to enact, since they could be authorized only by a two-
thirds majority of the Legislature. Overrides of all
state tax limits wou. d also require a two-thirds vote
of the Legislature.

In conclusion, then, it seems clear that the pro-
posed Tax and Expenditure Limitations Initiative is ex-
ceedingly complex, and is likely to cause important and
highly controversial changes in government operations
in this state. Californians for Lower Taxes, unless
they pursue that laudable goal with great care and
skill, are likely to rediscover an old truth in a new
form. Just as there is no free lunch, there is also
no cost-free tax reduction program.



NOTES

Political advertisement by Californians for Lower
Taxes, San Francisco Chronicle, Monday, April 16, 1973,
p. 14.

2State of California, Legislative Analyst, An Examina-
tion of the Governor's State Expenditure Limitation Pro-
gram (Sacramento: April 30, 1973), p. 8.

3For an interesting attempt to allocate the burdens
of state and local taxes, see Charles E. McLure, Jr.,
"Tax Exporting in the United States: Estimates for
1962," National Tax Journal, 20(1): 49-77 {(March 1967).

The Blue Book allocates the corprnrate profits tax in

proportion to California's share of National Personal
Income. :

[ =
“Blue Book, p. 39.

6
Legislative Anclyst, note 2 above, p. 13.

8
Blue Book, p. 15.

This is not intended as a full evaluation of the
relative merits of private and public markets. Eco-
nomic efficiency is not the only criterion on which
the two should be judged.
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;OThe declining percentage limitation is based on

State Personal Income (SPI). It requires that estimated
revenue be expressed as a percentage of SPI and that '
“this percentage be reduced each year by 0.l percent. If
state revenues in 1973-74, for example, were 8.34 percent
of SPI, the limit would be 8.24 percent in 1974 75 8.14
percent in 1975-76, and so on.

Maximum property tax rate limits are taken over, with
some modifications, from Senate Bill 90, which became law
in late 1972. They apply to all local government units -
other than school districts and, in general, allow prop-
erty tax revenues to increase at least as rapidly as
population and prices together. '

The State Absolute Floor Formula provides that state
per capita expenditure in constant dollar terms must
never fall below the actual 1973-74 level.

llThe classic analysis of this phenomenon is by Wil-

liam J. Baumol, "Macroeconomics of Unbalanced Growth:
The Anatomy of Urban Crisis," American Economic Review,
57(3) : 415-426-(June 1967). '

_lzBlue Book, p. 8.

l"Legislative Analyst, note 2 above, pp. 76-87. The
figures cited are based on the assumption that the Gov-
ernor's proposal for immediate tax relief (SB. 238) is'
not enacted. " If it were adopted as proposed, the re-
guired reduction in sensitive category expenditures is
projected to be 12.9 percent.

- YMpia., p. 4s.

BIpid., p. i.




CHARLES S. BENSON, PAUL M. GOLDFINGER,
E. GARETH HOACHLANDER, JESSICA S. PERS

Tax Limitation: Is It Worth 11?

In a recent Tax Court dispute, a Texan stated that
he could not substantiate his income tax deductions
because he no longer had his records. Pending a movec
to a new residence, he had put his records into storage.
llowever, he claimed that because his income tax liabil-
ity prevented him from paying storage costs, the stor-
age company sold his belongings, including his tax
records. The Tax Court considered that a poor excuse.
But to a growing number of irate taxpayers, this man's
plight is only one example of the tightening squeeze of
taxes on personal income.

Certainly public dissatisfaction with government
spending is rising. More and more communities refuse
to approve increases in local tax rates. One sees re-
curring newspaper accounts of the elderly pensioner
forced to sell his home because he is unable to meet
property tax payments. In this connection, California
has already moved to protect its senior citizens from
burdensome property taxes. Now, Governor Reagan has
proposed to protect all taxpayers, by calling for a
plan to reduce the percentage of personal income
claimed by state and local taxes.

The Governor's proposed Tax and Ecpenditure Limita
tions Initiative has at least three points to recom-
mend it. First, in the absence of public approval for
an increase in the revenue limit, the program assures
taxpayers that they will keep increasingly larger por-
tions of earned income for their personal use than they

29
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otherwise would if present government spending trends
continued. Placing such a limit on the authority of
state officials to determine total state tax revenucs
may force those officials to examine more closely the
claims of special interest groups and agencies that
consider self-preservation and expansion more important
than effective programs. Another positive effect might
be to increase rcliance on revenue from those user
charges that are not covered by the limitation. Such
policies could bring not only existing charges more in
line with program costs, but also could provide valu-
able measures of public demand for state and local
services. Finally, the proposed program recognizcs
ability to pay, at least in a general sense, as one of
the most important constraints on taxing policy.

Despite the possible merits of the tax-limit pro-
posal program, there are several potential problems
that should be carefully considered before embracing
the program as the solution to rising government spend-
ing. We will first discuss a number of problems that
might arise if ths Governor's proposal were adopted.
Then, we will look specifically at the proposal's ef-
tects on educatios programs in California. Finally, we
will deal with bisic notions of the legislative process
within a democracy.

PROBLEMS ARISING UNDER
THE GOVERNOR'S TAX PROPOSAL

Maintenance of Flow of State Services

Section 12(a) of the initiative proposal is de-
signed to assure that the following statement by Gov-
ernor Reagan 1is true: 'At no time would state services
be allowed to fall below the current level of peir capita
expenditures, adjusted for inflation and populatica
growth."

The difficulty with the procedure described for
determining the State Tax Revenue Limit Population-
Inflation Quotient is not hard to find. The measure
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of price change used, the Consumer Price Index (CPI), is
based upon prices of a broad range of goods and services
in retail markets. Typically, CPI goes up at a slower
rate than lo prices of state and local government serv-
ices. The public sector price index (implicit price de-
flator for state and local governments) is more influ-
enced by labor costs than is the CPI. Chart I shows

the relation clearly. :

The difference between the public sector index and
the CPI was explained some years ago by William Baumol
of Princeton University's economics department. He
noted that productivity increases occur unevenly over
the components -of our economy. They are likely to be
low when labor bulks large in the productive process.
Conversely, in components of the economy in which physi-
cal capital is more important than human capital, tech-
nological improvements can increase productivity. State
and local .government 1is unusually labor-intensive, even
as compared with the federal government, and therefore
is largely unaffected by technological advances. Baumol
states, "Thus the very progress of the technologically
progressive sectors inevitably adds to the costs of the
technologically unchanging sectors of the economy, unless
somehow the labor markets in these areas can be sealed
off and wages held absolutely constant, a most unlikely
possibility. nl

There is a further difficulty with the Governor's
""safeguard" intended to maintain the flow of state serv-
ices. The program stipulates that state services will

‘not be allowed to fall below current expenditures per

capita, measured in constant dollars. However, since
"current" means 1973-74, it is "current" for only one
year. Assuming that there is growth in state revenues
and expenditures, what constitutes ''current services"
in 1985 (measured in constant dollars) could be re-
duced, though not below the level of 1973-74.

The need for such a reduction in services would
come at a time of recession, when income growth falls
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well below the 8 percent rate assumed in the Tax and
Expenditure Limitations Initiative--as it did in 1971,
when income growth was only 6 percent. Yet it is in
such a recession that increased public services are
likely to be required. Therefore, this ''safeguard"
may provide less and less protection as the base year,
1973-74, recedes into the past.

We conclude: Economic experience indicates that
an attempt to safeguard real standards of state service
by using the CPI to adjust revenue limits is doomed to
failure. The Governor's initiative would establish
constitutional mandates that would progressively reduce
future real standards of state service.

An Arbitrary Downward Scale

Total annual state revenues now equal about 8.75
percent of Californians' personal income. The proposal
would reduce this proportion by 0.1 percent each year
until 1990, when the percentage of personal income
claimed by state revenues would be rolled back to 7.15
percent. No rationale is offered for choosing either
this partlcular rate of decrease, or the 7.15 percent
minimum goal We are forced to conclude that the
choice is arbitrary and bears little or no relationship
to projections of public service needs, or to the pub-
lic's assessment of the value of such services.

The issue in question is not simply what portion
of personal income should be devoted to public services.
Rather, it is whether the benefits derived from these
services are worth what they cost California taxpayers,
regardless of whether these costs represent 5 percent,
10 percent, or any other portion of personal income.
Arbitrarily setting a revenue limit severs revenue from
output considerations.

. The plan's proponents claim, however, that the
. scale is reasonable. They state that, given annual
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increases of 8 percent in personal income, state govern-
ment revenues will increase by almost 200 percent in the
next 15 years. The actual percentage of revenue increase
anticipated is 181 percent. Advocates of the proposal
note that revenues would have to increase 118 percent
in 15 years to keep even with projected inflation and
population growth. The remaining increase (181% - 118% =
3%) will be available for creating new programs and
expanding existing ones.

The proponents of the plan imply that this 63 per-
cent revenue "surplus'" is a reasonable estimate of the
amount required to meet increased demand for public
services. It seems overly optimistic, however, to ex-
pect that it will be attained under the proposed program.
Their estimate assumes the most favorable economic con-
ditions. Consider first their use of the Consumer Price
Index as an inflation factor. As was noted above,
the public sector price index (for state and local gov-
ernments) grows faster than the CPI. In fact, since
1958 the public sector price index has grown at an an-
nual rate of 4.4 percent compared with 2.7 percent for
the CPI. If the public sector index is used to compute
the growth in expenditures necessary to maintain 1973-74
public service levels per capita, expenditures must in-
crease 182 percent by 1990, thus requiring slightly more
revenue than that estimated by the plan's proponents.

Furthermore, consider a slightly more unfavorable
set of assumptions that might be used to compute the
effects of the proposed program. Proponents assume an
annual productivity rate of increase of 3 percent. Two
factors suggest that this 3 percent figure may be over-
stated. First, increasing pressures to meet stronger
environmental standards may adversely affect productiv-’
ity. Second, if increasingly larger portions of the
labor force move into public employment or the equally
labor-intensive private service industries, the result
will be an additional downward pressure on overall
productivity.
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Consequently, if a 2 percent productivity figure
is assumed, growth in state revenues would be only 142
percent, or 40 percent short of the amount necessary to
maintain the 1973-74 level of per capita public services
required, based on computations using the public sector
price index. In brief, the proposal is extremely sensi-
tive to changes in public prices and general economic
productivity. It would result in a substantial shortage
of state funds if economic conditions over the next 15
years are less favorable than those ''most favorable"
conditions assumed by the plan's proponents.

Twenty Percent Reduction in 1973
State Income Tax

. The propesal to use a one-time budget surplus to
grant an approximate 20 percent reduction in 1973 state
income tax is unconscionable-at this time. At the.
present time, California's income tax burden on middle-
income families is low compared to that of other states.
But, California will be a high-sales-tax state when the
proposed increase in the sales tax rate goes into effect.
Traditionally, sales taxes place a heavy burden on middle-
and lower-income families. Thus, basic considerations
of tax balance and equity argue against the 20 percent
income tax reduction. In addition, there are other
reasons why we think it is wrong.

-1. It is generally agreed that, among major rev-
enue producers, progressive personal income taxes are
the most equitable instruments for state governments to
use in raising money. In contrast, the state sales tax
is not progressive, but at best is a proportional levy.
There seems to be an obvious internal contradiction:
The tax proposal that purports to be concerned with
"ability to pay" actually diminishes use of a progres-
sive personal income tax.

2. One of the intentions of the Nixon administra-
tion's federal revenue sharing program is to encourage
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the usc of state personal income taxes by offering re-
wards to states moving in that direction. Consequently,
the proposed California tax shift could result in a loss
of federal funds in this state. At the present time,
the magnitude of the loss is too small to be of conse-
quence. llowever, since the Governor's proposal signals
a permanent change in state policy, future increases in
federal revenue sharing would be lost to California.

3. Deductions under the federal personal income
tax represent the oldest and largest form of federal rev-
enue sharing. Amounts arc preciscly known; the systcem
works as federal tax law intends. Almost cvery family
knows the amount of state inccme tax it has paid during
the past year. On the contrary, few families know how
much they have paid in state sales tax. Thus, state
income tax should be stressed above sales tax in order
to retain the benefits of federal tax policy for Cali-
fornia citizens.

Personal Incomec as a Measure of
State Taxable Capacity

Using personal income to measure state taxable
capacity is a bad idea for several reasons:

1. Allocations of wage and salary income of d:if-
ferent industries among the states are necessarily only
approximate.

2. State personal income estimates do not fully
reflect capital gains of California residents.

3. State taxes are levied on economic activity.
Personal income, which is essentially an aggregate of
household income, is an incomplete measure of a state's
economic activity. It would be better to use a measure
of Gross State Product.?

4. State income is subject to substantial cyclical
fluctuations. Since people recognize that government
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requires a steady source of income, they are accustomed
to seeing their state/local tax burdens rise relative

to their incomes in downswings and fall in the ascending
part of the business cycle. Such variations argue for
using a moving average of estimates of the state's fiscal
capacity, rather than relying upon single-ycar estimates,
as the Governor's proposal does.

5. Raising a given amount of state revenue depends
upon both tax structure and size of tax base. Using
only personal income as a measurc of taxable capacity
may be misleading, as it ighores the impact and magni-
tude of total tax burden at various income levels.

Unionism

Organization of public employces is proceceding,
spurrced by President Nixon's Execcutive Order 11491,
dealing with unionization of federal personnel. A bill
is currently before Congress to createc a National Public
Employees Relations Act, which would extend to non-
federal employees collective bargaining rights similar
to those held by private sector workers.

The Governor's proposal would force groups of pub-
lic employees i» California to compete for pieces of a
pie of fixed size. Therefore, the probable resu). would
be to increase the rapidity with which public workers
- become organized in this state. In fighting to maintain
their shares of the budget, whose total is limited by
formula, unioi leaders would probably feel the need to
become increasing’y aggressive and to hold desperately
onto whatever gains thev were able to make. Moreover,
because contributions to retirement funds are excluded
from state revenue calculations, unions may press for
increased retirenent benefits and earlier retirement to
offset perceived losses in salary increases that are
subject to the revenue limitation.

When the Legislature loses the power to set the
size of the state's budget, it loses its strength in
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negotiation. Union leaders may become even less in-
clined than they now are to exchange workload increases
for gains in salaries and fringe benefits. It is en-
tirely conceivable that union pressures will come to
dominate the budgetary process. If so, the state will.
lose the ability and freedom to develop new programs in
response to new requirements of the population. This
would effectively emasculate the state's highest delib- .
erative body. Recent efforts have been made to raise
the capacity of the Legislature to deal effectively

with complex and controversial issues. These efforts
are beginning to be reflected in legislative performance
and correspondingly, in the esteem in which the Cali-
fornia body is held across the nation. If union pres-
sures do come to dominate the budgetary process, im-
provement of the Legislature's deliberative capacity
will be of little consequence.

THE TAX LIMITATION PLAN
AND PUBLIC EDUCATION

. The tax limitation process would probably result
'in rises in school-district property tax rates. Be-
cause of the controls placed on the size of the state
budget, state grants to school districts could hardly

go up at their accustomed rate. Accordingly, the bur-
den of meeting rising school costs would fall on local
districts. Authorizing the use of the local income tax
by districts, cumbersome as this process would be, would
require a 2/3 vote in the Legislature. Increasing local
property tax limits requires only a simple majority of
the Legislature, and overriding these limits requires
only a simple majority of local voters.

Experience with revenue limitation in England has
shown that large programs--in terms of expenditures--
~are especially at risk. Modest adjustments in the bud- .
gets of such programs absorb large amounts of funds,
ruling oyt the possibility of increases in many small

programs. Therefore, coalitions of interest groups arm
. i




39

themselves to defeat budget increases in large programs
and activities. Public education in California, a very
large program, is especially vulnerable on this score.
It is also locally administered. We conclude that if
the iniative proposal. is- passed the Legislature will be
pressed to shift incremental financing of existing pub-
lic education programs back to the local authorities.

This will result in b-avier use of local property
taxation, a step backward. Since local school districts
are grossly unequal in taxable capacity, the invidious
disparities in student support that SB 90 (1972) was
intended to correct would quickly reappear.

Poor households in property-poor districts would
face unusually onerous burdens for two reasons. First,
high local tax rates are needed to raise revenue in
poor districts. Second, the deductibility provisions
of federal personal income tax laws do not give poor
people the same relief that rich people receive.

In higher education, the Governor's proposal can
also be expected to produce harmful results. Fees in
public institutions are excluded from the limit, and
the Legislature would find itself under intolerable
pressure to raise fees for tuition and related matters.
A major study by Stephen Hoenack contended that rising
levels of college fees discourage youth of low-income
families not only from attending college but also from
completing high school.>

In sum, the effects of tax limitation on education
appear to run contrary to the goal stated in. President
‘Nixon's address to the nation on April 30, 1973: "Equal-
ity of opportunity, full opportunity for all Americans."

ASPECTS OF THE LEGISLATIVE PROCESS

One of the basic premises behind the proposed in-
itiative is that government spending cannot be reduced
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by cutting bad programs. Tax limitation is therefore
required.

Public Sector Consumerism

Such an outlook ignores the possibility that "pub-
lic sector consumer' action could reduce government
spending. This kind of consumer action should not be
considered farfetched. ' It is worthwhile to remember
that effective private sector consumerism as exempli-
fied by the activity of Ralph Nader and others is a
relatively recent phenomenon that seemed impossible a
few years ago.

Instead of setting an arbitrary tax limit and
forcing competition among the proponents' of various
governmental programs, we would urge that public-
interest accounting groups begin to look carefully at
all governmental programs and identify policies and
practices that are overly costly, duplicative or waste-
ful. Then, a group of taxpayers (public sector "con-
sumers'') could argue for changes in specific programs
based on data generated by the accountants. In fact,
public sector watchdog activities such as these are
getting underway. We believe that this course of ac-
tion is feasible. Moreover, if pursued vigorously, it
could have a powerful and salutory effect on governmen-
tal spending and program efficiency.

,'::’j'_.,J/

Legislative Judgment

Supporting public sector consumerism seems to be a
more logical use of taxpayer intelligence and initiative
than subjecting all tax increases to public referendum.
Requiring a referendum before increasing the revenue
limit places the average taxpayer in the role of a leg-
islator and forces him to respond to governmental de-
mands without the background knowledge and current in-
formation available to legislators.
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Legislators are in the unique position of being
able to make judgments about diverse and complex pro-
‘gram proposals, weighing the potential effects of var-
ious schemes and assuring that the needs of all people,
including minorities, are protected. Private households,
on the other hand, are better equipped tu make judgments
about whether already functioning programs are working
as predicted and providing positive gains. We believe
that the Governor's tax proposal mistakenly assumes that
private citizens are able to make judgments that are
currently and correctly reserved for the Legislature.
The role of a responsive and representative legislature
is central to our American notion of democracy.

The Use of Referenda

Under the Governor's proposal, California citizens
would be allowed to decide on tax rate increases. At
first glance, it seems reasonable that citizens should
have this kind of control. But on more careful scru-
tiny, it seems clear that if this initiative is passed
many essential programs will not be funded, especially
new programs with few committed supporters. If legis-
lators or groups of citizens wish to increase the rev-
enue limit in order to fund additional state programs,
they will have to resort to a statewide referendum.
Before approving any tax override,voters will probably
insist upon knowing precisely how their tax money will
be used. Thus, each referendum would have to include
a package of programs with corresponding funding levels.

It is unrealistic to expect voters to spend the
same amount of time and energy as legislators in under-
standing the fine details of the various programs in a
referendum package. Referenda campaigns will necessar-
ily result in an oversimplification of the issues put
before the voters. Under the present system, if legis-
lators approve overly large budgets or costly, ineffec-
tive programs, citizens can show their displeasure by
voting particular legislators out of office. We believe
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that this is a more appropriate, useful and desirable
check on government expenditures than requiring a state-
wide referendum on every revenue limit increase.

Protecting Minority Interests

When a package of programs is considered by the
Legislature, alternative funding levels are explored;
compromises and trade-offs among programs are common.
These methods assure passage of many programs that are
supported-by less-than-the-majority. We fear that such
protection of minority interests might disappear if tax
increases were subjected to popular vote.

For example, voters currently decide upon expendi-
ture levels in public education. In this area of great
local interest and involvement, private citizens can
make wise decisions most of the time. However, recent
school finance legislation has indicated that the few
low-spending, low-taxing districts in California should
be spending more on education. Indeed, these districts
will be allowed to raise their tax rates so that their
expenditures rise to the new foundation levels, without
a district-wide popular vote.®

' i

Thus, we can see that even on local issues, voters
may be overly concerned with taxcs, instead of programs.
In a statewide referendum we fear that the voter will
be more concerned with his individual tax bill than
with the interest of all the state's citizens. This
will be especially true when programs affect only cer-
tain localities, ages, or income groups.

“Shifting Fiscal Responsibility

Most important, we must recognize that the pro-
posed initiative would control only state government
revenues, not the total of state and local taxes. It
cannot guarantee a reduction of the total taxes paid
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by residents of California. What is almost certain to !
happen is that the state Legislature will find itself ‘
forced to abandon state support of certain existing :
services, e.g., purchase of school textbooks, in the 1
expectation that local authorities will pick up its |
bill. As this procedure requires no dollar expenditure— "
by state government, jt offers temptations for fiscal ¢
irresponsibility. Given the large number of local au-
thorities in existence, most of which cannot well admin-
ister any tax except the levy on property, the proposed
initiative will have the main effect not of reducing

taxes overall, but of shifting the state and local bur-

den to property taxation.

CONCLUSION

The argument presented in this paper proceeded.
along the following line:

1. Because prices of state and local services
will inevitably rise in the coming years, we anticipate
that state revenue needs will not be met under the Gov-
ernor's proposed tax limitation initiative. The section
of the initiative that is intended to preserve the real
value of services supported by state revenues is unwork-
able.

2. The consequences of a constitutionally mandated
squeeze on state revenues will be unfortunate.

a. Public employee unions will probabl)
adopt more militant tactics and resist produc-
tivity-increasing innovations. This will ac-
centuate the problem of revenue shortage men-
tioned above. On the other hand, if the
revenue limitation is an effective limit on
salary benefits, qualified personnel will find
the private sector more attractive. v

b. 1Increased need for revenue to support
locally administered services will force local
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authorities to raise their tax rates. Vot-
ing mechanisms imposed in the Governor's
proposal make it likely that local property
taxation will be inequitable because of the
great differences in fiscal capacities of
local governments. Under this scheme ele-
mentary and secondary education stands
especially at risk, because it is locally
administered and because it is a very large
program.

¢. Since user charges are excluded from
revenue limitation, the Legislature is likely
to demand increased tuition fees in institu-
tions of public higher education in order to
raise additional monies.

3. We believe there is a better way to protect
oursclves against governmental waste: 1.e., consumer-
ism in the public sector. Legislatures are best able
to make judgments about the probable effectiveness of
proposed uses of public money; householders drawn to-
gether in politically effective units are best able to
judge actual program effectiveness. Relying upon the
mass of state voters to decide whether various expendi-
ture proposals warrant funding can only produce gross
oversimplification of extraordinarily complicated 1issues
and stall the emerging political power of minority mem-
bers of the population.
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~ NOTES

1William J. Baumol, "Macroeconomics of Unbhalanced
Growth: The Anatomy of Urban Crisis," American Eco-~
nomic Review, 57(3): 415-426 (June 1967).

2 .

The proposal stipulates that should the tax revenue
quotient fall to 7.0 percent prior to 1990, the Legis-
lature may terminate further reductions by two-thirds
vote.

3Charles S. Benscn et al., Final Report to the Senate

Select Committee on School District Finance, Volume I
(California), June 12, 1972.

John W. Kendrick, Economic Accounts and Their Uses
(New York: McGraw-Hill Bock Co., 1972), pp. 200-201.

5Stephen A.. Hoenack, "Private Demand for Higher Edu~
cation and the Efficient Allocation of Subsidies to
College Students" (unpublished Ph.D. dissertation,
Department of Economics, University of California,
Berkeley, December 1967), : \

(\

6Both follow-up bills on 1972's SB 90 (Sehate Bill No.

90) change the part of §20%05g9 of SB 90 in which low-
taxing and low-spending districts were specifically ex-
cluded from raising their tax rates without approval of
' the voters. See 1973 Assembly bills AB 339 (Bagley)
and AB 1267 (Gonsalves & Moretti).
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The Politics of Tax Limitation

Underlying an apparent technical proposal to con-
trol revenue and reduce taxes are strong feelings about
the very scope of govermment itself. The proposal does
not define government's scope 1n terms of specific pro-
grams and beneficiaries. Instead it takes an aggrega-
tive and distant view, holding that the State of Cali-
fornia is now spending about 8 percent of our personal
income, whereas about 7 percent would be an appropriate _
level of spending. Reducing expenditures means that
government should do less. Putting aside the proponents'
images of an entrenched bureaucracy, special interests,
and a vote-trading Legislature, the tax limitation
amendment aims at shrinking governmental activity to a
lower level than it might otherwise achieve.

Everywhere the proponents look, they see government
and its budgets as out of control. In an interview in
the April 1973 Califormia Journal Governor Reagan ex-
pressed this feeling gained from his advisors, '"...when
this task force on taxes came in with the expert advice
that they had from these very noted economists from
throughout the country, these men, for the first time
in many years, are now of the opinion that government
is out of control." The issue of control is just an-
other way of putting the question--how much government
is enough? No expert can answer that.

While it is dramatic to picture a run.way govern-

ment, public spending has always been under control.
Our budgets are constrained by expectations of the

46
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availability of revenue. These expectations come from
the willingness of citizZens to pay taxes and the politi-
cal process which anticipates these expectations.  Since
most of us do not like to pay tuxes and politicians
worry about what we think, tax increcascs are constrained.

What the proponents do not like 1is the political
process itself, becavse it is that process which sup-
posedly increases the budget. By muaking it difficult
for the statec Legislature to increase taxes and trias-
ferring the site of decision to the clectorate, they
hupe that spending can be held in check. If the voters
arc contrary and increcasc taxes, well, that's Democracy
for you. Actually, despitc the talk about letting the
voter decide, voters willi not often get into the act
after the tax limitation initiative is passed. Most of
the time proposed future incrcases in the limitation
will be defecated in one of the houses of the Legisla-
turc becausce of the two-thirds voting requirement <o
get it on the ballot. A .ajority voting requircment
for the Legislaturc would have demonstrated the propo-
nents' trust in the public. Nor is it likely that the
initiative will be used frequently. The ballot measure
confines itself simply to the question of an increase
in the limitation. But the motivation for accepting
such an increasc, that is what it might buy, will be
buried in the confusion of the campaign. Hence, few
will pay for the ecxpense of getting a tax increase on
the ballot.

Like other governments, our state government is
inefficient and imperfect. Since government is a re-
flection of ourselves, who would expect otherwise? As
citizens we expect the government to emphasize distri-
bution of servic?s. We want the major highway built to
our city, or we want the lake stocked with fish. Sel-
dom do we worry about how to pay for the various serv-
ices we all want. Tax decisions, for most of us, .re
separated from spending decisions. If the two decisions
were tightly connected, then no one would be worrying
about a runaway budget. Some of us would be getting
services which others of us paid for, but we would all
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know about it. Instead, for both citizen and official,
there is little connection between taxes and expendi-
tures.

The tax limitation proposal '"corrects' this situa-
ticen by making it worse. ILs proponents, advocates of
the private sector and enlightened choice, do not sug-
gest such illumination for the public sectur. Rather
than creating a nexus between taxes and expenditures,
the proposal attenuates what little connection there is
now. It does not tell us what service we will give up
in the future--that is the Legislature's worry. Avoid-
ing programmatic considerations makes it easier to cut
taxes. The proposal makes it appear that we can pay
less and get more.

But some of us will get less. It is not casy to
pinpoint exactly which citizens will gain and which
will lose. One thing is clear: New programs to scrve
new constituencies will have a hard time. The designers
of the tax limitation proposal feel that by setting a
ceiling, public officials will have an incentive to re-
allocate their resources. No doubt small reallocations
will take place and small cfficiencies may be achieved.
Large reallocations are not possible because the pro-
posal does nothing to alter the political forces that
created the structure of expenditures we now have. The
Legislature, which has been criticized for supinely re-
sponding to ''special interests,'" has not been given the
political support by the amendment's proponents to dis-
engage from old demands. Instead the Legislature and
the executive will have an excuse fu, dicplacing new
demands on other units of government.

For the most part, officials will be reluctant to
open up old controversies, so past de:isions will keep
most present allocations intact. There are a few in-
teresting exceptions. Consider the exclusion of some
fees and user charges from the revenue limitation. To
free money for other purposes, the Legislature and Gov-
ernor will have an incentive to encourage agencies to
live on their fees. Rather than setting fees to regulate

ERIC

Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

49

and encourage use, fees will have to be set to rccecover
costs. Users of the state parks may find it cheaper to
go to Disneyland. The revenuc of the state university
and college system is also excluded, which means that
higher tuition charges are likely. Now, personally, 1
favor the use of tuitions but only if coupled with some
program of loans and scholarships that provide a measure
of equal opportunity. But where will the money for
scholarships come from? Living under the limitation,
the state will not cough up extra funds nor can we ex-
pect students to pay for each other by the.r tuitions,
Under such conditions, we will have a public higher edu-
cation system which is not accessible to the public.

Policies, when first conceived, are sure to be im-
perfectly designed. And the limitation proposal is no
exception. To have a limit on spending or a control is
not such a bad idea. After all, planning and annual
budgeting activities could benefit from having a target
figure. Having the control with its supporting language,
however, locked into the state Constitution is another
matter. The detailed language of policy has a way of
backfiring. In one section (4b), for example, the pro-
posal exempts some lower income citizens from having to
pay state income tax: a worthy objective indeed, but
unfortunately by using the words '"adjusted gross income"
it will allow a number of wealthy citizens to also es-
cape paying any state income tax.

Then there are the sections (9a, 10a) which deal
with adjustments to the limitation due to changes in
property tax relief. The general idea behind these pro-
visions is to encourage property tax relief, but the
language could actually discourage property tax relief
for some of us. As the Legislative Analyst pointed out
in his report, adjustments to the limitation are for
payments to local governments and not to individuals,!

One supposes that only in desperation would the
Legislature take back existing relief to individuals,
such as senior citizens and renters. But certainly the
Legislature would not increase its direct property tax
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relief to senior citizens because such relief does not
qualify for a corresponding increase in the limitation
on cxpenditures. The proposal makes it difficult to
target property tex relief where it may be most nceded,
whether to senior citizens or businessmen.,

All of the above imperfections could have been re-
medied if the proponents had allowed the usual govern-
mental, executive and legis.ative processes to operate.
By making the amendment a constitutional issuc, by re-
sorting to an initiative, and by distrusting the very
process of which they are a part, the proponents lost
the corrective action of the policy process. The voters
will be asked to choose, but they will not be able to
respond with the required corrections, only an unquali-
fied yes or no.

What's th political feasibility of the proposal?
In its current .Jorm the Legislature is not likely to
put it on the ballot, but once in the hands of the vot-
crs, it might pass. For one thing the proposal has
been packaged with some skill. Tying the limitations
to the refund is a shrewd tactic. Moreover, the timing
of the proponents is excellent. With the '"failure" of
many federal social programs and a growing skepticism
about our political institutions, liberals may feel it
appropriate to limit the scope of government. Take a
number of these disgruntled liberals, add the taxpayers
who want to get part of their money back, throw in a
dash of conservative voters, and one has a recipe for
success. Once passed, Calitornians will be living with
the limitation's debilitating consequences for a long
time. At least, this is obviously what the proponents
hope.

NOTE

lstate of California, Legislative Analyst, An Examina-
tion of the Governor's State Expenditure Limitation Pro-
gram (Sacramento: April 30, 1973), pp 41-44.
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WILLIAM A. NISKANEN

A Response to the Critics

THE ADVERTISED CLAIMS

A major part of the essay by George Break, inter-
estingly, bears on the promotional claims for the tax
limit amendment, and not on thic substantive proposal:

1. A newspaper advertiscment endorsing the tax
limit claimed that "'You piy 44 cents of every dollar in
taxes.'" This estimate was based on the broadest avail-
able measurcs of government revenue and income specific
to California. Break contends that this claim over-
states the relative tax burden in California, although
there are no state-specific data on which to base a more
accurate estimate. [ agree. ‘Total government revenues
in the United States are now 35 percent of Net National
Product. Some small part of government revenues are
from nontax sources, but California tax rates are higher
than average, so the total taxes paid by California res-
idents are probably around 35 percent of Net State Prod-
uct. The primary issue, however, is not whethcr 44 per-
cent or some other number is the most accurate estimate
of the relative tax burden but whether the actual tax
burden is too high. Advocates of the tax limit amend-
ment believe the tax burden is too high, and have pro-
posed a procedure to permit California voters to express
directly their views on this matter.

2. The tax limit '"'Blue Book" claimed that a con-

tinuation of the rate of increase of state revenues in
California would yield total revenues of $47 billion in
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1990, $20 billion more than would be permitted by the
tax limit. Break contcends that this estimate overstates
the probable growth of state revenues and, thus, the
"savings'" duc to the tax limit, because of expected re-
ductions in the rate of incrcasc of state spending for
schools, higher cducation, and welfare.

Brcak may be right, but I think he underestimates
the ability of public officials to discover new '"unmet
necds." In any case, he can't have it both ways. If
statc revenues would not otherwise incrcasc as fast in
the futurc becausc of a lower rate of increasc of '"work-
loads" demands, the tax limit amendment would '"save"
less but would also provide ample funds for ncw programs.
A recent projection of aggregatc state and local finan-
ces in the nation, based on the historical rate of in-
creasc of tax revenues and of spending per unit of work-
load, indicates an aggregate annual surplus of around
$26 billion by 1980.1 The tax limit amendment would
assure that most of the California part of this project-
ed surplus is translated into tax reductions rather than
new programs, unless the voters in this state decide
otherwise.

Onc does not cxpect a distinguished scholar to cn-
dorse a proposed policy on the basis of its advertised
claims. I am a bit surprised that Break seems to reject
the tax limit amendment because the advertised claims
of this rccognizably complex issue are dramatically sim-
plified.

THE CRITICS' CLAIMS

For symmetry at least, two of the critics' simpli-
fied claims about thc effects of the tax limit amendment
should not go unchallenged:

1. The essays by both Break and by Benson et al.
claim that the tax limit amendment would cause an '"'in-
evitable declinc in state services'" except under 'the
most favorabie economic conditions.'" Break's estimate
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that "constant-quality program costs would be rising at
6.8 percent a year,'" very close to the revenue increase
permitted by the tax limit, assumes that (1) workload
demands will increase at a rate equal to the rate of
- population growth and (2) a zerc rate of increase of “
productivity of state employees. Break's own discus-
sion challenges the first assumption, based on an expec-
tation of conditions that will reduce the rate of in-
crease of school enrollment and the welfare population.
‘The second assumption, distressingly, is more consistent
with the evidence, but is in no sense inevitable.

Benson et al. estimate that dollar spending for
* present programs would have to increase by 182 percent
by 1990, essentially the same as provided by the tax
limit, if there is a sustained increase in the produc-
tivity of the private sector. Their estimate assumes
that (1) workload demands will increase at a rate equal
to the rate of population growth and (2) -the state and
local price index will continue to increase relative to
consumer prices at the proportionate rate experienced
since 1958. The rapid recent increase in the relative
price of state and local services, however, occurred
_during a period of rapid increases in state and local
employment. A reduction in the rate of increase in
workload demands, however, should reduce the rate of
increase of state and local employment, and the relative
price of state and local services should therefore not
continue to increase at the recent ratio.

Benson et al. also claim that a reduction in the
rate of increase of productivity would cause a severe
revenue crunch, without pointing out that this reduction .
would probably cause a lower rate of state and local
wage increases. One interesting condition neglected in
both essays: The cost of those state and local services
that are strictly '"public goods" should be unaffected
by the projected increase in the state's population.

!
2. Benson et al. claim that the tax limit amendment
would reduce the bargaining power of the state relative
to its employees. Any theory and evidence about
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bargaining with which I am familiar suggest just the
contrary: The bargaining power of a group is strength-
ened by limiting the amount. of their possible conces-
sions. Indeed, one of the primary effects of the tax
limit amendment may be to prevent most of the increase
in state revenues from being absorbed in wage increases.

All in all, it appears that some of the critics'
claims may also be dramatically simplified.

THE ALTERNATIVES

Several alternatives to increase the responsiveness
and efficiency of state government are suggested by
critics of the tax limit amendment and deserve .comment:

i

1. Benson et al. suggest that "'public sector con-
‘sumer' action could reduce government spending." This
suggestion seems analogous to an exhortation for people
to be saints, relying, as it does, on.the potential for
private provision of a public good. A population of
Kantian saints, of course, would have no need for gov-
ernment at all. This suggestion overlooks the point
made forcefully by Mancur Olson that, given the organi-
.zational costs of voluntary collective activity, people
have a much greater incentive to organize to further
their special interests as producers and governmental
beneficiaries than to further their general interests
‘as consumers and taxpayers.

2. Benson et al. also suggest that "voting partic-
ular legislators out of office...is a more appropriate,
useful, ‘and desirable check on.government expenditures
than requiring a statewide referendum on every revenue
limit increase." If this traditional process were suf-
ficient, there would be no basis for any current concern
about government spending. Any voter, however, has an
opportunity to vote for or against only those legisla-
tors from districts of which the voter is a resident.
How can a voter vote against a legislator from another
district who has increased state spending for his
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constituency? Why should a voter vote against a legis-
lator from his own district who has increased state
spending for his constituency? Most of the Legislature,
of course, consists of just such men. This suggestion
overlooks the condition that, within the legislatures,
spending control is a "public good" and, in the absence
of some collective action such as the tax limit amend-
ment, will be undersupplled —

3. Meltsner suggests that "a limit on spending or
a control is not such a bad idea," but he prefers one
selected by public officials to one "locked into the
state Constitution." I would be more enthusiastic about
this suggestion if (1) there was any evidence of the
efficacy of such legislatively imposed controls, and (2)
there was a broader recognition among California legis-
lators of the desirability of such controls;: The record
of federal outlay and debt limits, however, suggests
that such limits are either not constraining or are vul-
nerable to the pressures that make the controls desir-
able.- ‘The strong adversr: reaction to the tax limit
amendment by leading California legislators, without
proposing ‘any alternative, suggests that there is not
yet a sufficient recognition of the desirability of some
control mechanism to establish and enforce a legisla-
tively imposed spending or revenue control.

- A constitutional limit on state revenues is recog-
nizably a new idea, without any history on which to base
an estimate of its effectiveness. I suggest that it
deserves a trial. ‘

 NOTE

1
American Enterprlse Instltute, Long-Range Budget
Pr03ect
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The Critics Reply’

Response by George F. Break

It is interesting and even amusing to compare Pro-
fessor Niskanen's rebuttal of my analysis with his own
original paper.. The rebuttal dismisses my appraisal of
the economic basis and implications of the proposal as
dealing with "promotional claims.' He even agrees with
me that the 44 percent figure '"overstates the relative
tax burden'" and implies that such details are unimpor-
tant. Yet Niskanen's own paper introduces his '"Case
for a Tax Limit" with a description of this self-same,
horrendous tax burden. In his original draft (later
changed) he used the slightly slimmed-down figure of
42 percent to describe that burden. The edited draft
reduced it to more general terms, and in his rebuttal
the burden has assumed the relatlvely svelte size of
35 percent and is pushed aside as unlmportant

.JInfortunately for any economist attempting to ana-
lyze the Governor's proposal, all the supposed statis- -
tical evidence provided to sustain it disappears into
the slippery ooze which underlies the whole scheme.
Niskanen's rebuttal again illustrates this phenomenon
when he brushes aside my analysis of the original "Blue
Book' claim that this limitation would save the state
‘almost $20 billion by 1990. If this, too, is merely a
"promotional claim,'" then what in the world is this
proposal all about? If the tax burden is really not so
very great after all, and if the estim~:es of future .
massive increases are really just advertisers' claims,
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. /7
then why must 'the basic structure of Californid govern-
ment be changed to remove so much discretionary power
in budgetary matters from the state S elected represent -
atives? )

The fact is that the only thing the proponents of
this essentially dangerous and undemocratic program
have to go on is a general philosophical conviction
that the democratic process is too expensive. Friedman
has spelled this .out in the statement which I quoted in
my paper. Niskanen himself deals, both in his paper
and- in his rebuttal, not with defensible economic evi-
dence but almost entirely with ideological generaliza-
tions. It'is always fascinating-to find extreme con-
servatives joining the radical left in their desire to
save American government from elected representatives
and return the power to the people. Whereas this means
for the left substituting a kind of mobocracy for rep-
resentative government, it means for the right rigidly
restricting government's power to redistribute resources.

Advocates of this proposal, including Niskanen,
place much emphasis on the sanctity of "popular' democ-
racy, in contradistinction to the suspect representative
kind. Evidently in this case ''popular" democracy con-

"sists of selling this limitation scheme to a confused
public by the use of egregiously aad admittedly false
"advertisers' claims." A majority vote, so gained,
could tie up the state tax system in such a way that a
two-thirds vote of the Legislature would be required
to increase the rate of any state tax (and not just the -

‘bank and corporation tax, as at present); furthermore,
even a unanimous Legislature could not, without the
Governor s approval, exceed an arbltrary expenditure
limit, no matter what the needs of the state. -(Ironi-
cally, conservatives might discover this "maximum" be-
coming a de facto "minimum'" as time and custom hardened
the lines.) This marvelous act of "popular" democracy
would turn over sole discretion to one person, the Gov-
ernor,- in deciding whether an "emergency" situation
existed and the limits might temporarily be eased. It
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~would remove the onus of decision from local represen-
tatives who relatively easily can be seen, written to,
reelected, or removed from office. The tools of democ-
racy would be safely placed on a high shelf, out of the
reach of the little folk who might be injured by playing
with them.

Flebiscite democracy--""Do you want limits on state
expenditures--yes or no?'--always appeals to those who
fear that the electoral process cannot be trusted.
Paradoxically they always defend their case with strong
protestations of love for the "people."

Governor Reagan calls this initiative "A once-in--
a-lifetime opportunity." If it is voted in, the oppor-
tunity to achieve fiscal flexibility at the state level
will not soon arise again. '

~

Response by Charles S. Benson, Paul
M. Goldfinger, E. Gareth Hoachlander
and Jessica S. Pers

- - Professor Niskanen questions our use of a state
and local price. inflex and our assumption of a decrease
in economic productivity. The public price index is
affected by private sector productivity, public sector
productivity, and changes in consumer prices., Economic
theory suggests that a decrease in private sector pro-
ductivity would narrow the gap between the public sector
price index and thé Consumer Price Index, provided there
were noe corresponding decrease in public sector.produc-
tivity. Unfortunately, there has been little empirical
investigation to determine the exact nature of the re-
lationship between these variables. Consequently, we
cannot predict precisely the effect of a decrease in
-private sector productivity on the public price index.
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We can, however, examine the tax limit proposal's
sensitivity to changes in these variables. -~In making
their computations, the initiative's proponents use the
historical trend in private sector productivity, but
choose to neglect the historical trend in state and
local prices. The result is a 63 percent surplus avail-
able for new programs. But if the historical trend in
both variables is used the surplus dlsappears completely.

Finally, 1f the proponent's assumptlons are re-
versed, and the historical trend in public prices is
used, but the trend in productivity is changed, calcu-
lations produce a revenue shortage of 40 percent. No
one, of course, can say with certainty what the future
pattern will be. However, since the proposal is very
sensitive to changes in product1V1ty and the state and
local price index, we believe that it is unwise to
adopt permanently a plan that reduces the state's abil-
ity to cope with unknown future changes in these econ-
omic variables.

Response by Arnold J. Meltsner

As any good conservative knows, workable political
institutions develop slowly. They adapt to social
change with caution. What we have now, while imperfect,
may be better than what we might have. If legislators
are not in favor of a control on expenditures, as
Niskanen suggests, it is probably because they perceive
the Governor's. propusal as being too drastic and damaging
a change in existing political arrangements. Discussion-
about the efficacy of controls, in general, will take
place among our public officials when the climate of
- distrust of our political institutions has dissipated.
Unfortunately, the issue of controls was articulated in
such a hostile, antlgovernment manner that, for the
present, fruitful discussion is not p0551b1e.




APPENDIX

Text of the Initiative:
Tax and Expenc'iture Limitations

INITIATIVE MEASURE TO BE SUBMITTED DIRECTLY TO THE EI.EC‘I‘ORS

The Attorney General has_prepared a title and summary of the chief purpous -
and points of the proposed measure, as follows:

TAX AND EXPENDITURE LIMITATIONS. Initiative Constitutional
Amendment. Limits State expenditures; restricts use of defined surplus rev-
enue to tax reductions, refunds, or emergencies. Eliminates personal income
tax for lower income persons; reduces others’ 1973 or 1974 tax up to 20%,
from surplus, and subsequent year rates 72 % . Requires two-thirds legislatjve
vote for new or changed State taxes. Limits local property tax rates except
school districts’, Requires State funding of -new programs mandated to local
governments. ‘Provides for tax and expenditure limit adjustments when func-
tions transferred. Contain§ special indebtedness obligation provisions. Allows

local tax rate and expenditure limit increases upon voter approval. If the

proposed initiative is adopted undefined.additional financing from State sources
in the approximate amount of Five Hundred Sixty Eight Thousand dollars
($568,000) on a one-time basis and Two Hundred Thirty Six Thousand dol-
lars ($236,000) annua]ly thereafter will be required for State admmlstrat:ve
costs.

To Honorable Secretary of State of California:

The undersigned hereby proposes that the Constitution of the
State of California be amended by adding Asticle XXIX and
petitions the Secretary of State to submit this propoesal to the
dlectors of California for adoption. The text of the proposed
measure is as follows:

“The People of the State of California do enact as follows:
“The Counstitution of the State of Californin is amended by adding
Article XNIX, to read:
ARTICLE XXIX .
REVENUE CONTROL AND TAX RFDUCTION

SECTION |. Declaration of Purpose. .
_ The people of. the State of California declare it is in the bhest
interests of the State (o effect an orderly reduction of their tax
burden. withaut shifting costs to local government. by enacting this
Constitutional provision to:
(a) Limit and reduce State taxes.
{b) Provide for refunds to the taxpayers of surplus State revenuies.
tc) Limit {.ocal Entity property tax rates,
- (d) Establish tunding procedures for Emergency Situations. and
{e) Require voter approval of taxes which excecd the limits set -~
forth in this Article.

@ - . /6l
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SECTION 2. State Tay Revenue Limit: Tax Surplus Fund: 207

Tax Refund. )

G There is a State Tax Revenue Limit determined as provided in
this Article.

(1 1 State Tax Revenues for any fiscal vear eneeed the State Tax
Revenue Limit for that tiscal year, the excess shall be transferred to
the Tax Surplus Fund, which is hereby established.

{2y The Tax Surplus Fund shall be used only for one or more of
the following purposes:

(i) For tax refunds or reductions:

(i) For approved Emergency Situation appropriations under

“Section 6 of this Article.

(3} The Legislature shall minimize accumulations within the Tax
Surplus Fund by making periodic tax refunds or reductions s per-
mitted by this Article.

(b) On the effective date of this Article, the Controlier shall deter-
mine the amount of surplus in the General Fund as of the end of
fiscal year 1972-73 and shall designate such portion of the surplus as
is necessary und available to effect the refund of subdivision (b) (1)
hereof.

(1) The surplus so designated shall be utilized for a refund by
means of a credit of 209 of personal income taxes for the calendar
year 1973. excluding taxes on capital gains on assets held for more
than onc year, items of tax preference, cstates ind trusts. or in such
lesser percentage as the Director of the. Department of Finance shall
certify is available for such refund. Single individuals whose adjusted
gross income is tess than $4,000.00 and married couples and heads of
households whose adjusted gross income is less than $8,000.00 shall
bear no personal income tax. If this Article is effective on or before
December 31, 1973, then this paragraph shall apply to the 1973 tax-
able year. If this Article becomes effective after December 31, 1973,
then this Section shall apply to the 1974 taxable year.

(2) If, prior to the cffective daic of this Article. a stalute is enucted
providing the refund as set forth in subdivision (b) (1) of this Sectien,
such statute shall be deemed compliance with the requirements of this
subdivision {b) to the extent such refund is provided. ’

(3) The Legislature shall. by statute, implement the tax refund re-
quired by subdivision (b) (1)as to application to non-resident and fis-
cal year tuxpayers and as to credits in computing liability. -

(4) State Tax Revenue for purposes of computing the State Tax
Revenue Limit as here defined shall not be reduced by refunds made
pursuant to this subdivision (b).

SECTION 3. Appropriation Limit,

No appropriation shall cause an expenditure during any fiscal year
of State Tax Revenues for that fiscal year in excess of the State Tax
Revenue Limit for that fiscal year, other than for tax refunds or, pur-
suant to Section 6 of this Article, for Emergency Situations, Subject
only to such exceptions, any such kexpenditure in excess of the State
Tax Revenue Limit is prohibited. The Legislature shall, prior to any
other appropriation, first make provision for the payment of the prin-
cipal and interest on the indebtedness of the State.



SECTION 4. State Tax  Adjustments:  Personal  Income  Tax

Reduction.

ta) The imposition of any new tax or the change in the rate or
base of any tux by the Legistatuve shall be by statute passed by
roll-call vote entered in the journal. two-thirds of the membership of
cach house concurring, except for tax refunds or reductions by
appropriations specifically declured to be out of the Fax Surplus
Fund which shall be by statute passed by o vote of the majority of
the-membership of cach house. .

(b) For 1974 and thereafter. the State personal income tax liability
of taxpayers shall be determined at rates no higher thin those in effect
on January 1. 1973, less 4 credit of 7% %\ Single individnals whose

*adjusted gross income is less than $4.000.00 and married couples

and heads of houscholds whose adjusted gross income is less than

$8.000.00 shall bear no State personal income tax. The Legislature

shall, by statute, implement the tax reduction required by this Section
as to application to non-resident and fiscal year taxpayers and as to
credits in computing liability. The provisions of this subdivision (b)
may be modified by statute passed by roll-call :vote entered in the
journal, two-thirds of the membership of each house concurring. If
this Article becomes ciioctive after December 31, 1973, then this
subdivision shail apply to 1975 and thereafter instead of 1974 and
thereafter. o :

SECTION 5. State Tax Revenue Limit Adjustment by Election.
The State Tax Revenue Limit may be increased or decreased by a

designated dollar amount by a majority vote of the people at a

Statewide election approving a measure pliced on the ballot by the

Legislature by a roll-call vote entered into the journal. two-thirds of

the membership of each house concutring. or placed on the ballot
as an initiative statute pursuant to Acticle 1V of this Constitwtion. A
measure so approved shall take, effect the day after the election.
intess the measure provides otherwise.

SECTION 6. Emergency Fund and Emergency Appropriations.
(1) A Spevial Emergency Fund of not more than 0.2% of the State
Personal Income shall be established and maintained by the Legis-

. lature. Money appropriated to the Special Emergency Fund shall be

O
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from State Tax Revenues and shall be subject to the State Tax
Revenue Limit. - H

tb) Upon the Governor's declaration ot‘}un Emergency Situation
and the exhaustion of such emergency fupds as may be available
from the Federal Government. the Legislatire may make appropria-
tions to meet the Emergency Situation from the Special Emergency
Fund or. ifthat fund is exhausted. either from the Tax Surplus Find
or from State Tax Revenues derived from a specific tax increase or a,
specific new tax designated for the Emergency Situation and enacted
in accordance with Sedtion 4 of this Article. Any tax so enacted shall
remain in effect no longer than two years. unless its continuation is
approved by a majority of the votes cast for and against its contin-
uance at a Statewide election. .

163
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SECTION 7. Local Taxes.

(a) The Maximum Property Tax Rates of each Local Entity are set
at_the rates levied for-the fiscal year 1971-72 or for the fiscal year
1972-73, whichever is the higher. The Maximum Property Tax Rates
for a Local Entity created after the effective date of this Article shall
be established by the eléctorate of the Local Entity at the time of its
creation.

th) To permit adjustment of the Maximum. Property Tax Rates
set in subdivision () of this Section. the Legislature shall enact
statutes. within the gencral intent of this Article. to permit: *

th Maximum Property Tax Rates to be increased or decreased
to reflect cost variations duc to cost-of-living or population changes
not olfset by assessed vatuation changes or to allow for other special
circumstances creating hardship for individual Local Entities.

(2) Maximum Property Tax Rates to be inereased or decreased
when authorized by the clectorate of the Local Entity. or it (hcrc i
no clectorate, then as provided by the Legistature.

(3) Maximum Property Tax Rates to be increased by a four-fifths
vote of the governing board of a Local Entity, to secure revenue to
defiay the costs of an Emergency Situation affecting the Local Entity,
but any such increase shall remain in effect no longer than two years,
unless its continuation is approved by the Local Entity's electorate,

(¢) All property taxable by Local Entities and School Districts,
except personal property specially classified for the purpose of assess-
ment and taxation puvsuant to the provisions of Section 14 of Article
XHI of this Constitution, shall be assessed at a uniform percentage of
full value established by the Legislature. If that percentage is any
figure other than twenty-five, the maximum rates prescribed i sub-
divisions (a) and (b) of this Section shall be converted into new maxi-
mums by multiplying them by twenty-five and dividing them by the
new assessment percentage. Full value, as used herein, means fair
market value or such other standard of value as is required or author-
ized under this Constitution,

(d) No Local Entity or School Dlstmt shall impose. levy or collect
any tax upon or meisured by income. or any pirt thereof, except as

authorized by the Legislature by a statute passed by a roll-call vote™

entered in the journal. two-thirds of the membership of eich house
concurring. This subdivision (d) shall not be construed to prohibit
the imposition. levy or collection of any otherwise authorized license
tax upon a business measured by or according to gross receipts.

SECTION 8. Protection of Local Entities ind School Dhtrlct\ from
State-Imposed Costs.
(a) After the effective date of this Artlcle, no new program, or
increase in level of service under an existing program, shall be man-

~ dated to Local Entities or School Districts by the State until an

appropriation has been made to pay to the Local Entities or Schcol

Districts the costs of the mandated program or service, but no appro-

priation for payments to Local Entities or School Districts shall be

required if such program or increase in level of service under a pro- -

gram is determined by the Legislatuie to be applicable generally to
private entities or individuals, as well as to Local Enmlcs or School
Districts.
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tby The Legislature shall ¢nact statutes to establish procedures
tor implementing this Section consistent with the tollowing pringiples
and directives:

(I} The performance of functions or services not required to be
performed prior to a mandate to the Local Entity or School District
shall be considered a new program or increase in fevel of service.

(2) The increased workload under an existing program. the imple-
mentation of statutes existing at the eftective date of this Article or
the definition of a new crime or change in the definition of tin existing
crime by statute shall not be considered & mandated new program or
a mandated increase in level of service.

SECTION 9.  Maintenance of Local Property Tax Relict.

(a) I the State reduces ocal property tax refiet by decreasing the
specific unit amount. vate or percentage established by statute tor
payments made under formula to Local Entities or School Districts

from that in effect upon the effective date of this Article. the State

Tax Revenue Limit shall be deereased by an amount equivilent to
the decrease in payments to Local Entities o School Districts.

(by The adjustment to the State Tax Revenue Limit required by
this Section shall be made in the first fiscal year of the decrease of
payment described in subdivision (a) of this Section. Such adjustment
shall remain in effect for each subsequent Bscal year.

SECTION 10. Adjustments tor Program and Cost Transfers.
To maintain o balance between the tax burden and the cost of
specific government programs at the State and local level. and to

further accomplish the purposes of this Article. the Legislature shall’

enact statutes consistent with the following principles and directives:

(a) Uf the Legislature enacts a specific property tax relief measure
funded by State Tax Revenues or if, by order of any court, the costs
of u program are transferred from Local Entities or School-Districts
to the State, the State Tax Revenue Limit may be increased, provid-
ing the Maximum Droperty Tax Rates of affected Local Entities or
the then existing tax ra.es of affected School Districts are commen-
surately decreased. ‘

(b) If the costs of a program are transterred from the State or
Local Entities or School Districts to the Federal Gavernment. the
State Revenue Limit or tne Maximum Tax Rates of affected Local
Entities or the then existing tax rates of affected School Districts
shall be commensurately decreased. .

{c) If the costs of a program are transterred to or imposed on
existing or newly created Local Entities by Federal Law or the order
of any court. the Maxiranum Property Tax Rates of affected Local
Entities may be commensurately increased. pursuaat to such specific
conditions of State appttval in cach case as the Legislature may
impose. . ;

(d) If the costs of a p'rogr.lm are transferred between existing or
newly created Local Entities or School Districts. the Maximum

“Property Tax Rates or the then existing tax rates of each shall be

commensurately adjusted.

(e} If Federal taxes are reduced on condition that the State in-
crease expenditures by an amount equivalent to the Federal reduc-
tion. the State Tax Revenue Limit may be increased by such amount.

e
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() The adjustments required by this Section of the State Tax
Revenue Limit. the Masximum Property Tax Rates or the then
existing tax rates in the case of School Districts shall be made in the
first fiscal yeur of transfer or operation. Such adjustment shal]
remain in effect for each subsequent fiscal year,
SECTION 1t.  Economic Estimates Commission. '

{a) There shall be an Econoeniic Estimates Commission consisting
of the Stute Controler: the Director of the Depiartment of Finance
or an appointee ot the Governor as dui;.n.ubd by him: and a
deugme appointed by the Legislitture. who is not a4 member of the
—Joegislature. selected in @ manner provided by the Joint Rules of.
the egislature. The Commiission shall act by a vole of two-thirds
of its membership, The Commission Chairman shall be designated
by the Gover nor. The ‘Commission shall utilize the resources’ uf
existing State .u..enuu in carrying out its duties;

(b} The Commission shall determine and publish. prior to April [

of each year, the State Tux Revenue Limit for the follpwing hsc.ll
year by making and publishing all necessary estimates and caleul-
tions as provided in this Article. If this Amendment is not effective
prior to April 1. 1974, the Commission shalt determine the: State
Tax Revenue Limit for fiscal year 1974-75 as soon after enactment
as it can act. I it does not act prior to July 1.. 1974, the State Tax

Revenue Limit for tiscal year 1974-75 shall be the amount of-the:

State Tax Revenue as here defined for fiscal year 1973-74.The
Commission shall also determine and publish such estimates of the
State Tax Revenue Limit as are necessary for the orderly and proper
development of State budgets. It the Commission” does not act to

" determine the State Tax Revenue Limit before July | ofa fiscal year

the State Tax Revenue Limit for that fiscal year \h.l“ remain lhc
same s for lhc previous h\C.ll yeur.

Sl:CIION 12. Cmnpul.llmn of State Tax Revenue Limit.

(@) The State Tax Revenuejlimit for a liscat year shall be com-
putedias the dotlar sum of -

(1) the greater of the fotlowing:

(i) The dollar amount derived by mulllplym;. together the Sl.lle
Tax Revepue Limit Income Quotient for the specified fiscal year
and the State Personal Income for the catendar yc::r in which the
specified fiscal year commences: or

(it The dollar amount derived by multiplying logclher the State
Tax Revenue Limit Popul.mon -Inflation Quotient. the State Popu-
lation. for the calesdar year in which the specified h\L.ll year com-
mences and the Consumer Price lmlu plus

-(2) the dollar amount increase OF decrease to the State Tux Revenue
Limit authorized for that fiscal yc.lr pursuant to’ Sections 5. 9 and

10 of this Article.

(b) Beginning with the fiscal year 1989 90, or with a fiscal year in
which the State Tax Revenue Limit Income Quiotient is no greater
than 0.0700, the Legislature, by statute passed by roll-call vote en-
tered in the journal, two-thirds of the me mbership of each house con-
curring, may terminate further’ reduction in. the State Tax Revenue
Limit Income Quotient. Thereafter, the State Tax Revenue Limit -
Income Quotient shall be maintained at the level reached in the fiscal
year in which such statute is enacted; however, annual reductions
may be reinstated by statute passed by roll-call vote, two-thirds of.
the membershxp of each house concurrlng
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(c) If the statistical series used to (lucrmmc the Consumer Price
Index, State Personal Income .mll State Population, as defined in
Section 16 of this Article, are reeompulcd by or succeeded by new
series reported by the United St.uel Department of Commerce or the
United States Department of Labor or a successor agency of the
United States Government. the State Tax Revenuc Limit Income

_ Quotient or State Tax Revenue Limit Population-Inflation Quotient

shall be re-derived in accordance with the recomputation or new
series, and the re-derived quotient shall be used in computing the
State Tax Revenue Limit for the fiscal year succeeding the ﬁsc'll year
in which the quotient was re- ~derived.

SECTION 13. Bonds and Pensions.

(a) Nothing in Section 3 or in any other provision of this- Article
shall limit the taxes levied-or otherwise 1o be levied or uppropriations
made for the payment or discharge of any indebtedness of the State .
and the interest thereon herctofore or hercafter-authorized by vote
of the clectors, or State notes or other securities issued in anticipation
of the collection of {axes, and all bonds or other indebtednes f the
State shail be payable from taxes of any Kind or character which may
be levied by the State without limitation of rate or amount.

(b) Nothing herein-contained shall limit any indebtedness or lmbll .

" ity of Local Entities or School Districts which has been duly author-
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ized by a vote of the electors thereof. Ali taxes or assessments required

.10 be levied or collected for the payment of indebtedness so incurred

may ve levied upon all property sblb;c:clA to tax.tion or special assess-

mem by the Local Entities or School Districts without limit as to rate
or amount, and the Maximum Property Tax Rates applicable herein
shall not apply to the payment of indebtedn=ss so incurred. The Maxi-
mum Property Tax Rates applicable-to Local Entities shall not be

-applicable to obligations to levy taxes under the Ymprovement Bond

Act of 1915 or to the authority of Local Entities or School Districts
iol levy and collect taxes to pay for Locul Entities or School Districts
retirement and pension benefits pursuant to laws which have been. or
may in the future be, approved by the voters.

-

"SECTION 14, Severability.

If any portion. section, subdivision or cl.\usc of this Article. or the
application thereol to any entity, person or circumstance. be dectared

. unconstitutional or held invalid or deemed unenforceable for any
“reason. the remaining portions of this Article and the application of

such portions to other entitics. persons or urcumst.mces shall' not
be affected thereby.

SECTION 15, Implementing Statutes.

(a) The Legislature. by statute, shall estahhsh procedures for elec-
tions required by this Article shall appropriate funds for any State-
wide special election called pursuant to this Article and shall enact
any other statutes necessary to‘carry out'the provisions of-this Article.

(b) The Legislaturec. by statute, may determine the fund or funds
from which transfers to the Tax Surplus Fund, as established by sub-
division (2) of Section 2 of this Article, shall be, made, unless this
Constitution restricts the use of a dcelgnated fund to other specified
purposes. In the absencc of statutory provisions, transfer to the Tax
Surplus Fund shall be from the State General-Fund.

A
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SECTION 16. Definitions.

ta} “State Tax Revenue™ means the revenue of'the State from every
tax. fee. penalty~feceipt and other monetary exaction. interdst in
connection therewith. and any transfer_out of the Tax Surplus Fund.
other than for tax refund. except Excluded State Revenues are not
part of State Tax Revenues.,

{hy “Excluded State Revenues™ means

(1) The following receipts:

(i) intergovernmental transfer paymeqt )

1) contributions and deposits m."?&cipls of. income of and
proceeds of capital transactions of Employment Trust Funds:

(iii) revenue derived from a. specnﬁc tax levied as permitted in
Section 6 10 the ‘extent such revenue is used 1o meet an Emergemy
Situation:

tiv) procecds from the sale or issuance of State bonds or notes: .

(v) grants and contract income for pro;ccts or research sponsored
and funded by non-governmental agencies;

“(vi) internal fund transfers such as inter-fund or inter-agéncy

L transfers. revenue. reimbursements. abatements, advances. loans.
© repayment of louns:

{vii} proceeds from the sale of investments and the redgmpllon of
matured securities:

(viii) .proceeds from the sale of real and personal property:

(ix) gifts. donations, bequcm tolhe Slale

(x) endowment income:

_{xi) service fees and charges denvcd.from projects which are fi-
nanced by revenue bonds secured solely by the revenue of such proj-
ects to'the extent that such fees and charges are used for the payment
. of principal and interest on such bonds;
(2) The following fees:
. (i) proceeds from the activities of the Umvermy of California and.
_ the State University and College System, including, but not limited to,
student tuition and fees and post- secon'dafy education income derived
from housing, p'\rl\mg. food scrvice. student union fees, book stores
. or similar enterprises;
i) non-commercial fish and game fecs. assessmerts and olher
. revenues: H

(iii) service or use fees levied by the Dcpamncm o Parks and - T
Recreation: :

(iv) income {rom environmental hcense plates:

(v} revenue derived from State-owned parking lots and garages;

{3) Fees which meet all of the following criteria; .

(i) the service or product for which the fee is paid is gcnerdlly

available from a non-State source. or the fee is collected solely to
- regulate a non-commercial, non-professional. non-criminal '1ct|vny
other than those referred toin Article XXVI; .

(ii) the fee collected is used to defray all or part of the costs “of the
State ip providing the service: |-

(i the payer of the fee rCLEIVCb the benefit derived from paymcnl
of the fee: and

{iv) are designated b, statute as Excluded State. Revenues. -

(c) “Intergovernmental Transfer Payments” means dollar amounts
received by the State of California from the Federal Government or

. any Local Entity or School District except thosé taxes, fees and peml-

e
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tres rmposed by the State and collected by the Tooal Fatny or Sehool
Daistrict for the Ntate

rde B mploviient faost Funds mcans the Unemplovment und,
Unemplovment Adminstration Foand, U nemployiment Compen
sation Dasabihity Fund ORd Age and Savivors Insarance Revolv g
Foamdo Unimsured Emplovars Fund Stare Compensation Insurange
Fund, Stre Fmiplosees Contimgenay Re crve band, and the Pabhe
Emplovees Retirement bound feachers Retiement Fund, Tadges
Retrement Fund Fegslatars Retnement Fond and other simnla
retiren ent tunds

ter Thapenditure T OAS used herean, an expenditune ocans ot the
vime and o the extent that a o valid obhgation agamst an appropg
tien s created  For the purpose of caprtal ontlay in connection with
thas Article. o valid obheation shadl be considerad to have been
muirred when the Degisiatire appropriates the tinds

i TEmergency Stuation T means an s extraordimaty occunr enee
vequiting unanticipated and mmediate expemdimires to preserve the
headth and satety of the pecric

o UNLeamuam Property Tay Rates™ means the propetty tas rate
o ates and ad vadorem special assessmient rate o rates tor g
Focal Bntity

thy “Local Fntity™ means any city. county. ¢ity and county, char.
tered city. chartered county. chartered ity and connty . taxing 7one.
spectal district or other unit of government Cncompissing an ared ioss
than the entire State. or any Statewide district, or any combination
thercofan existence on the effective dute of tas Article or any such
entity established thereafter. ocal Fnfity does not include a Schoot
Bistrict.

(1) "School Districts™ means the entities specitied as parts of the
Public School System in Article XL Section 6. of this Constitution
and inclides Community Colleges but does not include the State
University and College System,

(g
State Tax Revenues as estimated by the Feonomie Estimites
Comnission

thy “State Personal Income™ means the ostimate made by the
Feonomic Estimates Commisston of the dollia amount that will be
reported as Total Income by Persons for the State of Calitorne for

the specitied calendar vear by the United States Department of
p \ P

Commerce or successor agency i its otticiat publications.,

ol State Lax Revenue it Income Quotient”™ meians:

FIr borthe tiscal year 1974.7S the number derived by

i Dividmg the sum of Estimated State Fay Revenues for the
fiscal yewr 197374 by the State Personal Income for the calendar
year 1973 and

it Subtracting 0001

120 For cach fiscal vear sueceeding the tiscal vear 197475 the
number derived by

1 Dividing tee State Lay Revenue Tt tor the previous fiseal
year by the State Personal Income for the previous calendar year, and

tiny Subtracting 0.001.

tm) “State Porubation”™ means the estimate made by the Fconomic
Estimates Commission of the number that will he rerorted as Total
Population of the State of Cafifornia for the specif .1 calendar year

Estrmated State Tay Revenues™ means the dollar amaount of
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“by the United States Department of Commerce or successor agency

in its official publications. 7
{n}-"Consumer Price Index™ meins the number reported as the
Consumer Price Index for the United States (Base Year 1967 = 100)

by the United States Department of Labor. or successor agency of

the United States Government. for the ‘most currenl month in its
latest official publication. —_

(0} “State Tax Revenue Limit P()pulanon-lnﬁatmn Quouenl
means the number derived by dividing:

(1} The Estimated State Tax Revenue for the fiscal year E973 74 by

(2) The Staté Population for the calendar year.1973 as muluphcgi

‘by the Consumer Price.Index available.to the Economic ‘Estimates

Commission at the timé it computes the Smte Tax Revenuc Lamnt
for fiscal year 1974- 75 :
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